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GRADUATE STUDY OF ACCOUNTING 


Howarp S. NoBLE 


HEN THE MAIL of November 17 
W brought me in the remote and dis- 

connected part of this vast country 
an assignment to report on graduate study 
of accounting, I was most impressed with 
the urgent need of that economic factor 
which distinguishes our current civilization 
Speed. Speed would be essential in con- 
structing a questionnaire that would func- 
tion in an area congested by questionnaires. 
Speed would be required in the realm of 
communication for the sources of informa- 
tion were far removed from the assembly 
department. Speed would be the watchword 
in the tabulation of incomplete returns. And 
speed rather than calm deliberation would 
of necessity characterize the findings. 

There is a time-honored saying, industrial 
engineers to the contrary, that speed comes 
at a sacrifice of accuracy. To establish con- 
tacts with the widely scattered fields of 
activity, to follow requests with second re- 
quests, to assemble and interpret the in- 
formation received would consume so much 
of the thirty-three days available that the 
inspection department would have little 
time to function. If the assembly is not the 
best, if the interpretation at points is faulty 
it is my wish that this meeting will provide 
the necessary corrections to make this study 
a reliable and dependable one. 

Since its beginning, this association has 
manifested a continued interest in graduate 
study of accounting. The proceedings of the 
annual meetings and the issues of the 
AccountING REvIEw contain repeated evi- 
dence of consideration of higher study in 
accounting. From the time, eighteen years 
ago, when Professor Treleven reported that 
“graduate credit is allowed for courses in 


accounting in at least 29 universities,” 
“while in four universities it may be selected 
as a major subject of graduate study” to 
the meeting yesterday when an entire session 
was devoted to accounting research under 
Professor Littleton, there has been a suc- 
cession of papers and reports on graduate 
study. 

At the fourth, fifth, and sixth annual 
meetings, the subject of graduate study was 
discussed by such well-known and respected 
members as Kester of Columbia, Paton of 
Michigan, Littleton of Illinois, Sanders of 
Harvard, and McMurry then of Wisconsin. 
Ten years ago Professor Wildman, then of 
New York University, as chairman of the 
Association’s research committee, presented 
an opinion on graduate study and later sub- 
mitted a mimeographed report to members 
on (a) an Outline for Research and (b) Sug- 
gested Topics for Graduate Study. The 
following year Professor Newlove of Texas 
presented a survey of graduate study. Since 
that time there have been contributions 
from Briggs of Vermont, Kohler formerly of 
Northwestern, Greer of Chicago, Taylor and 
Miller of Ohio State, in addition to further 
contributions from those previously named. 

These presentations have taken one of 
two directions. They have been directed to 
a description of the need for graduate study, 
to its place in accounting teaching, and to a 
consideration of its true content or they 
have presented statistical surveys of the 
extent of such activity in the colleges and 
universities of the country. The former have 
suggested patterns for planning graduate 
work; the latter have indicated the extent 
and type of the activity. Both have been 
helpful in maintaining the interests of mem- 
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bers and others in this, the creative aspect 
of our professional activity. 

Since a statistical survey of the field had 
not been made for approximately ten years! 
it seemed reasonable to undertake the as- 
sembly of facts regarding the present po- 
sition of graduate study of accounting. The 
time was extremely short, but the use of air 
mail service together with the prompt and 
generous response of members of this group 
provided the information in the sheets being 
placed in your hands. 

The survey includes 37 of the 42 members 
of the American Association of Schools of 
Commerce listed in University Education 
for Business by Bosshard and Dewhurst. In 
order to expedite the return of data, per- 
sonal letters were addressed to members of 
the accounting staffs in the schools con- 
cerned. To obtain these names the latest 
list of members of the A.A.U.I.A. was uti- 
lized. In five instances, names of accounting 
instructors were not found. That accounts 
for the number of reporting institutions. 
Within the period of November 23 to De- 
cember 15, reports had been received from 
every one of the 87 institutions. Of this 
number, six reported no graduate work in 
accounting and two, though graduate 
schools, required no preliminary study of 
accounting for admission to their account- 
ing curricula. The number of schools in- 
cluded then is twenty-nine and represents 
approximately three-fourths of the total 
membership of the American Association of 
Schools of Commerce. 

It is appreciated that this list omits a 
number of universities of considerable size 
offering curricula in accounting. In some of 
these the accounting curriculum includes 
graduate study. This is true of the institu- 
tion in which the writer is an instructor. 
However, it did not seem feasible to attempt 
to go beyond the list surveyed and it is 
hoped that the survey will present a sample 
that is sufficiently large to present a fairly 
accurate picture of graduate study of ac- 
counting. 


1 Briggs survey in 1930 was based on an examination 
of catalogs of schools offering accounting. It was not 
restricted to graduate study of accounting. 


The desirability of eliminating the two 
strictly graduate schools of business from 
the list is open to question. In the opinion 
of the writer it seemed advisable because of 
the unlikeness of accounting instruction at 
the graduate level in these institutions with 
that commonly found in institutions that 
begin professional commerce in the fresh- 
man, sophomore, or junior years. For ex- 
ample, at Harvard, Principles of Account- 
ing, a beginning course in accounting for 
many of the graduate students is, never- 
theless, at least for these students, graduate 
study. It is not, however, a study based on 
preliminary years of preparation in the sub- 
ject. Harvard and its companion school on 
the Pacific Coast, Stanford, have, therefore, 
been omitted in the present tabulation. 

The desirability of eliminating institutions 
offering “‘graduate instruction” in account- 
ing in the evening was carefully considered. 
Because of the fact that much of this in- 
struction deals with advanced studies in 
accounting by students who have graduated, 
it seemed advisable to retain such institu- 
tions on the list. It should be noted, how- 
ever, that the volume of strictly graduate 
work in such institutions is perhaps over- 
emphasized by their retention. The revised 
list contains then twenty-nine institutions 
and probably presents a sufficiently large 
sample to be indicative of the present situa- 
tion in graduate study of accounting. 

Although this survey attempts to avoid 
the controversial factors entering into the 
question of what constitutes graduate study 
of accounting, it is necessary to take a 
position in this matter in order that the 
data included may have meaning. Stated 
in its simplest terms, graduate study of 
accounting includes all courses in account- 
ing which give graduate credit except the 
introductory course. Generally speaking, 
such graduate credit involves four factors: 
(1) students who are graduates, (2) subjects 
that are advanced, not elementary, (3) in- 
structors qualified to give graduate work, 
(4) an institution equipped for advanced or 
graduate study. To be specific, a Senior 
seminar in accounting lacks number (1); @ 
class in public utility accounting offered by 


Sess | RS | Sss| 8: 


1. A 
2. B 
3. C 
4. 
5. C 
6. L 
7. 
8. 
9 | 
10. | 
ll. 
12. 
18. 
14. 
15. 
16. 
17. 
18, 
a 
u 
m 
C 
Ol 
a 
SI 
t 


Graduate Study of Accounting 231 


Extent or GRADUATE StupDy IN ACCOUNTING 
Fall Semester 1934-5 


Graduate Students Majoring in Economics or Commerce 
Schools cea Specializing in Per Cent Specializing 
Accounting Accounting 

4 1 25 
eee 127 14 1l 
75 20 27 
157 35 22 
en 14 0 0 
60 6 10 
39 4 10 
12 1 8 
ee 110 20 18 
14. Minnesota............... 25 
8 1 12 
12 5 42 
940 63 7 
18. Northwestern?............ 568 250 44 
@. Oklahoma............... 12 3 25 
9 7 78 
22. Pennsylvania............ 1 
48 3 6 
24. Southern California 20 8 40 
12 2 16 
21 6 29 
27. U. of Washington......... 25 5 20 
#8. Washington U............ 24 7 29 
150 4 8 


1 These schools give only the graduate degree in commerce (M.B.A.). 


? Includes evening-school students. 
Note: Blanks indicate lack of information. 


Source: Instructors of accounting in collegiate schools of business in the American Association. 


a professional firm lacks number (4); much 
university work now called graduate study 
may lack number (3); and some graduate 
schools of business administration give ac- 
counting courses that lack number (2). In 
order to be considered graduate study of 
accounting, it is here assumed that there 
should be undergraduate preparation in 
accounting. 

Since the preparation of tabulated ma- 
terial at the Chicago meeting of the 


A.A.U.I.A. the writer has submitted copies 
of the tables to representatives of each of 
the institutions included in them. These 
representatives were asked to correct any 
misstatements regarding graduate study at 
their institutions. In so far as possible effect 
has been given to their suggestions and 
corrections in the tables that follow. 

Five tables are presented, the last three 
of which represent as many phases of 
‘graduate credit.” The first table attempts 
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AccounTING CouRSES 
For Graduates or Undergraduates 
(Expressed in Semester Hours) 


1934-5 
| | | |Account| Govern-| Analy- | Special-| Miscel- 
School | Systems | oblems|,, mental sis' | ized | laneous? Total 
| Problems | } | 

1. Alabama 3 3 | 3 | 
2. Boston... | + 8 | | , 4 14 
8. California. . | 

4. Chicago... | 
5. Columbia | 6 15 
6. Dartmouth. | 3 | 3 | 4 | 10 
7. Denver. 5 | | | 14 
8. Illinois | 4 6 se. | 3 | 16 
9. Indiana. . | 4 | 3 7 
10. Iowa. 3 | 2 | 9 
11. Kansas. 2 | 3 | 2 | | 3 
12. Kentucky....... 6 
13. Michigan. . 3 6 | 3 | | 12 
14. Minnesota. . 4 | 6 
15. Missouri | 3 si ts 
16. Nebraska. . | | 

17. New York. } 4 | 4 4 4 | 16 
18. Northwestern. . . er? | | 6 | 2 | 2 4 | 32 | 4 
19. Ohio. . . | | 

20. Oklahoma. $ | 3 | | | 6 
21. Oregon. ....... | | | 16 
22. Pennsylvania .| 4 | | | 4 
23. Pittsburgh. | 6 | | 18 28 
24. Southern California. . a S 4 6 6 2 17 
25. Syracuse | 4 | t 4 4 16 
26. Texas... | | 3 3 6 12 
7. U. of Washington | 3 | | 3 
28. Washington U... 2 3 | 6 

Total Number of Schools... | 18 | 12 11 4 | 9 | 9 | 12 


1 “Specialized” refers to any accounting course dealing with one particular industry. 
2 “Miscellaneous” includes any courses other than those listed specifically. 
Source: Instructors of accounting in collegiate schools of business in the American Association. 


to measure the volume of graduate study in 
accounting and compare it with graduate 
study in other related fields in Economics 
or Commerce. The second table attempts 
to indicate the basic requirements in ac- 
counting for graduate study in the field. The 
last three tables attempt to measure the 
extent of graduate credit in three groups of 
accounting courses, (a) courses commonly 
undergraduate, (b) mixed courses, (c) 
strictly graduate courses. A discussion of 
each of the tables follows. 


Table I. This table attempts to show the 
number of graduate students specializing in 
accounting in the twenty-nine schools, and 
the ratio of students specializing in account- 
ing to the total number of graduate students 
majoring in economics or commerce. For the 
group as a whole, approximately one gradu- 
ate student in five is specializing in account- 
ing. The other four are specializing in some 
other phase of commerce or economics. Ex- 
cluding Northwestern, only one in eight 
specializes in accounting. The reasonable- 
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AccountTING CoURSES 
Commonly Undergraduate but for which Graduate Credit is Given 
(Expressed in Semester Hours) 
34-5 
School Principles | Advanced Cost Auditing | Income Tax| Total 

1. Alabama...... | 6 3 4 13 
2. Boston... | 8 + 4 + 20 
3. California... . | 

3 3 6 
5. Columbia 9 9 6 3 7 
6. Dartmouth...... | 3 3 
7. Denver.... | 5 5 10 
8. Illinois | 3 2 3 3 11 
9. Indiana...... | 4 2 2 6 
10. Iowa. . | 9 6 6 2 23 
11. Kansas . . 3 3 2 8 
12. Kentucky... 6 3 3 3 15 
13. Michigan'...... 6 6 12 
14. Minnesota. . 5 5 4 2 16 
15. Missouri........ | 10 13 3 26 
16. Nebraska... .. .| 6 6 3 2 17 
17. New York..... ua 4 6 + 14 
18. Northwestern... . a 19 10 4 7 40 

20. Oklahoma... 3 3 
21. Oregon... .. | 6 4 4 2 16 
22. Pennsylvania....... + + 8 
23, Pittsburgh. 6 6 6 18 
24. Southern California. 3 + + 1l 
2. Syracuse....... + + 2 10 
ee ‘ 6 6 3 3 18 
7. U.of Washington. . . 6 3 3 12 
28. Washington U...... 6 3 3 12 
29. Wisconsin. ..... 6 6 + 16 

Total Number of Schools. ... . . | 4 14 24 24 18 


' First year’s work in accounting given in the junior year in the L.S. and A. College. 
Source: Instructors of accounting in collegiate schools of business in the American Association, 


ness of this ratio is a matter of opinion. As 
compared with the per cent of the cur- 
riculum offered in undergraduate account- 
ing, this appears to be somewhat low. It may 
indicate the existence of heavy burdens for 
undergraduate instruction on accounting 
instructors, the newness and relatively un- 
developed character of accounting, or lack 
of appreciation on the part of instructors 
or practitioners of the value of such graduate 
study. It may be evidence that too much 
attention is being given by instructors of 
accounting to routine teaching of under- 


graduate accounting, too little emphasis 
being placed on its higher aspects. 

The concentration of graduate students 
specializing in accounting in four of the 
twenty-nine schools deserves attention, 
seventy-seven per cent being in only fourteen 
per cent of the schools. 

The range of the percentage of students 
specializing in accounting indicates the un- 
certainty that characterizes this graduate 
work. This would seem to give evidence of 
the undeveloped character of such graduate 
study. 
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AccountTiInG RequirEMENTS FoR GRADUATE IN ACCOUNTING 


1934-5 
Total Detail 
School Number — 
of Hours Principles | Advanced Cost Additions 
Semesters! 

4 12 x x 
2 
re 17 x % x 
ee 3 x 
9 
4 10 x x 
18. Northwestern............. 6 z 
5 x x 
x x 
22. Pennsylvania............. 0 
4 12 x x 
24. Southern California........ 8 29 x x x x 
27. U. of Washington.......... x x 
@8. Washington U............. 4 12 x x 


1 This information was not requested but was added in the above reports. 


2 Indicates courses required. 


Source: Instructors of accounting in collegiate schools of business in the American Association. 


Table II indicates the accounting require- 
ments for graduate work in accounting. 
Three courses lead all others as basic courses 
for graduate work in accounting. They are 
Principles, Advanced, and Cost Accounting. 
Auditing, Income Tax, Financial State- 
ments, and other courses occur so infre- 
quently as not to deserve consideration. 
Principles of Accounting is required in prac- 
tically every case. It would be fair to say 
that one year of accounting is the minimum 


prerequisite for graduate work at the present 
time. Advanced Accounting is required in 
two-thirds of the institutions. There seems 
to be a growing evidence of a belief that at 
least two years’ work in accounting plus an 
appreciation of cost accounting is desirable 
before graduate study is undertaken. 
The information in the first two columns 
showing number of semesters and semester 
hours was not requested, but was volun- 
teered on so many reports, it seemed wise 
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AccounTING CouRSsES 
Strictly Graduate 


(Expressed in Semester Hours) 
1934-5 
: Advanced 
School Accounting Thesis Research | Theory and Total 
Seminar 
History 
6 3 9 
ere + 4 8 
3 184 
x 5 
18, Northwestern............... 6 x 6 
22. Pennsylvania............... 
ae x x x 
24. Southern California. ......... + 4 4 12 
27. U.of Washington............ 2 2 
%. Washington U............... 12 12 
ere 4 4 
Total Number of Schools. ...... 18 7 8 + 


1 California also gives “Appreciation and Depreciation,” “Profits and Proprietorship,” and “German Account- 


ing Theory.”’ Each course requires two semester hours. 


* X indicates that the semester hours were not reported, or that the hours vary. 

* Tilinois also reports Income Tax 5 hrs.; Governmental 5 hrs.; Systems 5-10 hrs. 

‘ Michigan also reports Public Accounting 6 hrs.; Systems 3 hrs.; Specialized 6 hrs. 

Source: Instructors of accounting in collegiate schools of business in the American Association. 


to include it. Where schools operate on the 
quarter system, quarters were reduced to 
semesters by use of the 2/3 ratio. 

Tables III, IV, and V are in reality three 
parts of a single consideration, that of grad- 
uate credit for accounting study. The 
courses for which graduate credit in account- 
ing was offered seemed logically to fall into 
three major divisions: (a) those courses 


commonly undergraduate, (b) those strictly 
graduate, and (c) those representing an 
intermediate zone. 

In Table III accounting courses com- 
monly undergraduate but for which graduate 
credit is given are shown. This table is com- 
plementary to Table II. If courses are pre- 
requisite, graduate credit should not be 
offered—if not, then obviously, graduate 
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credit would be in order. Only four schools 
give graduate credit for the first course, 
such schools naturally would not require it 
for graduate study. Less than half give 
credit for advanced accounting, but a pre- 
ponderant majority give graduate credit for 
cost accounting, auditing, and income tax. 

The right-hand column indicates the num- 
ber of semester hours granted by the several 
schools for courses commonly undergradu- 
ate. There is here conclusive evidence of lack 
of uniformity in practice. The practice ob- 
viously depends on the extent of the under- 
graduate offering and the ardor and en- 
thusiasm of the instructors to promote 
accounting instruction at the expense of 
other subjects. 

Table IV attempts to classify the in- 
between group of courses. Because of the 
variety of these courses it was necessary to 
use the classes “‘specialized’’ and ‘‘miscel- 
laneous” to cover a considerable number. 
The table probably represents the avail- 
ability of the course in the particular school, 
rather than the judgment of the faculty 
regarding the fitness of the subject for 
graduate credit. The most popular of this 
group of courses are accounting systems and 
problems courses. The right-hand column 
in this table indicates the total number of 
units available in each school for graduate 
credit; the totals at the bottom show the 
number of schools giving graduate credit 
for such courses. 

Tables III and IV contain courses in 
accounting technical in character and ad- 
vanced in content, but which by many in- 
structors are not considered “‘true graduate 
study.” Rather, they are considered pro- 
fessional courses. They are included in this 
study because professional study is being 
considered in this country more and more 
on a graduate level. Graduate study might 
be classified then in two divisions, pro- 
fessional study by graduate students, orig- 
inal research or theoretical study by gradu- 
ate students. Charts III and IV attempt to 
portray the first type. Chart V gives data of 
the second type. 

Table V attempts to show the extent of 


activity in strictly graduate courses. Some 
members of the association would confine 
graduate study to this classification. It is 
doubtless true that in such courses really 
productive work is more apt to be done. It 
is this group of courses that deserves on 
the part of accounting instructors consider- 
ation beyond the scope of the present study, 

It is encouraging to note that approxi- 
mately one half of the schools offer graduate 
seminars in accounting. In addition a large 
number provide opportunity for credit 
through individual research and the prepara- 
tion of a thesis. 

The questionnaires asked for other in- 
formation relating to graduate study of 
accounting which it seemed unnecessary to 
tabulate. None of the schools reporting gave 
graduate credit for work done with practic- 
ing accountants. Of those answering the 
question all except three required a thesis 
of graduate students specializing in account- 
ing. All, save eight, gave a comprehensive 
examination. Only one institution gave an 
accounting degree. 

Some two weeks after mailing the ques- 
tionnaire to those included above, copies 
were sent to a few additional members of 
this association not teaching in schools of 
the American Association. The replies re- 
ceived did not necessitate changing any of 
the conclusions indicated by the tables 
presented. 

In the letters sent with the questionnaires, 
personal expressions on graduate study of 
accounting were solicited. A considerable 
number complied with this request. It is not 
possible to present here all of these ex- 
pressions though they all were interesting. 
The following represent, perhaps, typical 
replies: 

California-Hatfield: “You will notice, of 
course, that the graduate courses which are 
given here are all primarily theoretical.” 

Columbia-Kester: “Graduate study is a 
rather indefinite thing which may mean one 
thing in one school and another in another. 
It has seemed to me generally that the main 
distinctions between undergraduate and 
graduate study are chiefly the methods of 
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attack and the quality of research work 
required in connection with such study, 
rather than the portion of the field devoted 
to it.” 

Kansas-Tupy: “In my opinion many of 
the courses which are given graduate credit 
in Accounting are not much heavier than 
many of the courses which are taken by 
Juniors and Seniors for their Bachelor’s 
degree. 

Michigan-Paton: “Our graduate work in 
accounting, in so far as the Ph.D. is con- 
cerned, has thus far primarily involved the 
‘twilight’? zone between economic theory 
and accounting doctrines and procedure.” 

Missouri-Scott: “His graduate study 
should emphasize an evolution of account- 
ing theory and practice and their place in 
the general system of economic organiza- 
tion.” 

Nebraska-Martin: “‘Graduate topics in- 
volve a critical study of the law, administra- 
tive rulings, and court and BTA decisions 
on these phases of accounting.” 

Princeton-Howard: “‘I would expect that 
study in the field of Accounting, in order 
to maintain a position ‘on the graduate 
level,’ would tend to become quite intensive 
with emphasis on technical problems and 
procedures.” 

Washington-Krebs: ‘“‘Research in account- 
ing must be on a par with that of liberal 
arts, science, etc.” 

It may be hazardous to attempt to look 
ahead but it is always interesting. The 
future of graduate study of accounting may 
be determined in part by what has been 
and what is. It may more largely rest in the 
plans of the members of this association. 
Already some of these plans have taken 
form in the shape of organized activity, 
promoting research. The organized research 
projects in which members of this associa- 
tion are now participating suggest an en- 
larged program of such activity. 

More and more the profession of ac- 
countancy is being staffed by individuals 
trained in American universities rather than 
in the offices of practicing accountants. 


However, practitioners, as a rule, have a 
high regard for the university instructor’s 
understanding of fundamentals. It is a com- 
mon occurrence for advice to be sought and 
for discussions to be held, involving mem- 
bers of the teaching profession. 

Such post-practice study is highly de- 
veloped in the medical profession. General 
practitioners frequently plan to return to 
formal study under trained staffs after some 
years of experience. There exist places 
throughout the world where this kind of 
graduate study can be carried on. It is felt 
that it can be done more effectively in such 
places than at the place of practice; that it 
can be done more intensively under expert 
supervision than alone by the practitioner. 

Similar post-graduate study in the field 
of accounting is today in a rudimentary 
stage. Instructors of accounting are from 
time to time asked to answer questions, 
solve problems, give lectures, and conduct 
courses for former students, who have be- 
come practitioners. This may be the be- 
ginning of more complete, more highly 
organized study on the part of practitioners 
in the professional accounting field. 

Bureaus of business research provide per- 
manent staff members for consideration of 
accounting problems. This is another method 
of organized graduate study that gives 
promise of further development. The results 
of studies by such bureaus are commonly 
made available to the whole profession. 

If accounting is truly a profession, the 
formulation of correct accounting pro- 
cedures based on correct principles will 
gradually take precedence over current ac- 
counting practice. Many professional ac- 
countants have regretted their inability to 
study adequately fundamental accounting 
problems. They look forward to the time 
when an opportunity will be available for 
such study. Today in accounting, men grad- 
uate from the universities into practice. 
When men graduate from practice into the 
universities for graduate study, we shall 
have a more vital, a more broadly useful 
profession. 
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THE FINANCIAL ASPECTS OF DEPRECIATION 
ACCOUNTING 


Perry Mason 


HE PROBLEMS of depreciation account- 
ing are, strictly speaking, limited to 
the periodic determination of costs 
and expenses and to the amortization of the 
corresponding asset accounts, but the finan- 
cial aspects of depreciation accounting pre 
sent some important problems, and various 
misconceptions of the actual effects and re- 
lationships are widespread. 
Depreciation and Retained Assets—Some 
Representative Opinions. Depreciation ap- 


pears to be somewhat unique as an expense | 


in that it does not represent or require an | 


expenditure of cash in the period in which/ 


it is deducted from income. There are many 
common expense transactions which do not 
involve immediate cash expenditures, such 
as the accruing of expenses and the amortiza- 
tion of prepaid expenses or deferred charges, 
but depreciation appears to be different be- 


cause the prepayment is for a relatively long’ 


period and there is less obvious association 
between the cash payment and the expense 
charge. Since there is no immediate cash pay- 
ment, it is generally assumed that the charg- 
ing of an amount for depreciation to the 
operations of any given period results in the 
retention in the business of an equal amount 
of assets which came into the business as a 
part of the gross income and which can not 
be distributed as dividends out of net earn- 
ings because of the deduction of the deprecia- 
tion charge. 

It is sometimes stated that these retained 
assets appear as an increase in the cash or 
other current assets. 


. .. the fact of writing off a considerable amount - 


for depreciation practically retains that amount 
in the concern, and in a sense increases the work- 
ing capital. 

... the available cash of the company (not hav- 
ing been divided among the shareholders, or in- 
vested outside) would be gradually increasing in 


1 Ham, H. H. “Address by the President—Bristol 
Chartered Accountants Students’ Society.”” Accountant, 
Nov. 25, 1899. 


the same proportion [as the increase in the depre- 
ciation reserve].? 

. . whatever may be charged against profits by 
way of depreciation naturally tends not merely 
toward reducing the book-value of fixed assets, 
but also of increasing the book-value of floating 
assets.® 


The assumption is often made that the 
amount of the periodic depreciation appears 
as a segregated fund of liquid assets awaiting 
investment. 


The Depreciation Fund ... is a portion of the 
capital originally represented by cash, then ex- 
pended on the property, now re-converted into 
cash and at the disposal of the company either for 
further expenditure on Capital Account, or for 
the repayment of debt at its discretion.‘ 

. .. reserves should be represented by cash in 
bank unless invested . . .° 

A depreciation reserve may be established and the 
proceeds deposited in cash or invested in securi- 
ties.® 

If, instead of keeping this [depreciation] reserve 
in cash or investing it in bonds or other prop- 


It is more common to find the opinion 
that the amount of depreciation charged off 
will be represented by increases in assets in 
general rather than by increases in any par- 
ticular item or group. Occasionally it is 
recognized that instead of showing increased 
assets, the balance sheet may instead show 
decreased liabilities as a result of the de- 
preciation entries. 


. . often represented in increased fixed assets.® 


2 Hall, S. T. “Sinking Funds and Depreciation.” 
Accountant, April 23, 1904. 

3 Depreciation. Editorial in Accountant, Feb. 23, 
1918. 

4 Miller, R. F. & Co. Correspondence in Accountant, 
Sept. 19, 1903. 

5 Armstrong, J. H. “Depreciation Reserves.” Account- 
ant, Aug. 8, 1903. : 

6 Weeks, H. E. “Depreciation.” Electrie Railway 
Journal, Apr. 30, 1910. , 

7 Davies, H. J. “Fair Interest in Investment in Public 
Utilities.” Journal of Accountancy, January 1915. 

8 Dawe, W. H. “Depreciation, Capital Expenditure, 
and Redemption of Capital.’’ Accountant, July 23, 1898. 
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_.. writing down the account representing the as- 
set and keeping an equivalent amount in the busi- 
ness.? 

[The amount of the depreciation] will be found 
residing in some other asset received in exchange, 
which may be in the form of sale stock, debts, 
cash, plant or other value. . . 1° 

... the writing down of the capital assets by the 
amount of the accrued “‘depreciation”’ means in 
the long run either that other assets have to be 
larger in amount than they otherwise would have 
been or that liabilities have to be smaller... . 
Usually the growth of the reserve for Accrued De- 
preciation means in practice that additional 
permanent investments are being made out of 
earnings.1 

A company that has actually made full deprecia- 
tion charges, has obviously accumulated full de- 
preciation funds, which either have been put into 
new operating property or have been turned into 
outside investments.” 

... the assumption among many engineers is that 
when reservation is made for depreciation, a fund 
is actually established, represented by cash or 
securities. Such fund is further assumed to be 
available at all times for the purpose for which it 
is created and any unused balance is assumed to 
be earning interest. In practice, the utilities which 
have established funds are so few as to be excep- 
tional in this regard." y 
It is to be noted that this periodical charging of 
depreciation results in a larger expense figure and, 
therefore, a smaller surplus figure; which means 
that assets are thereby retained within the busi- 
ness to balance the estimated loss in value of 
plant and equipment. These assets have no par- 
ticular identity, however . . . 14 

... the object is to reserve from free surplus the 
expired service value of the property and provide 
in the assets amounts adequate to cover the cost 
of the investment in such property at the time of 
its retirement.1® 


_* Allen, F. A. “The Necessity for and Method of Pro- 
viding Depreciation” . . . Accountant, May 14, 1910. 
— P. D. “Depreciation ,and Wasting Assets. 

1 Young, A. E. “Depreciation and Rate Control.” 
Quarterly Journal of Economics, August 1914. 

” Bauer, John. “Bases of Valuation in the Control 
of Return on Public Utility Investments.” American 

omic Review, Sept. 1916. 

8 Jirgal, John. “‘Accounting for Depreciation.” Ab- 
stract in Electric Railway Journal, Oct. 25, 1919. 

* Adams, J. P. “Depreciation in its Relation to 
Public Utility Valuation.” Proceedings. American 
Association of University Instructors in Accounting, 
April, 1923. 

Tentative report of the depreciation section of the 


Rarely is it clearly pointed out that de- 
preciation is not limited to periods when net 
income is earned and that it must be re- 
corded even though there is a net loss and 
no assets to be retained in the business. 


A Reserve Fund is a sum set aside out of divisible 
profits, and retained in hand for the purpose of 
strengthening the financial position of the under- 
taking. It differs from a Reserve in that it is im- 
possible to create a Reserve Fund, save out of 
divisible profits; whereas a Reserve may be pro- 
vided even during periods when a loss has been 
sustained.'6 

It is obvious, however, that [depreciation funds] 
can only be so created in cases where divisible 
profits are available for such purposes. Deprecia- 
tion reserve accounts, on the other hand, are not 
dependent upon immediately available profits of 
this kind and can therefore be created at any 
time.!7 


The Effect of Recording Depreciation When 
Net Income is Earned. Let us suppose that 
the following condensed balance sheet repre- 
sents the financial condition of the X Com- 
pany at the beginning of its operations: 


Assets 
10,000 
Plant and Equipment................... 90,000 

$100,000 


Liabilities and Capital 


Case 1. Depreciation less than net income 
but not recorded. If, during the first year of 
operations, the gross income was $300,000 
and the operating expenses (exclusive of de- 
preciation), all paid except $6,000, amounted 
to $285,000, leaving an apparent net income 
of $15,000, the balance sheet would appear 
as follows, assuming no change in the physi- 
cal plant and equipment: 


Interstate Commerce Commission, published in Raii- 
way Age, Sept. 1, 1923. 

16 Dicksee, L. R. Depreciation, Reserves, and Reserve 
Funds, (1907). 

17 Erickson, Halford. Depreciation. Address delivered 
before the convention of Cent. W. W. Association, Sept. 
25, 1912. 
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Assets 

$ 10,000 
21,000 
90 ,000 

$121,000 


Current Assets (original) * 
Current Assets (new)... 
Plant and Equipment 


Liabilities and Capital 
Liabilities (original) . $ 25,000 
Liabilities (new) 6,000 


Capital Stock 75,000 
Surplus.... 15,000 
$121, ,000 


* It will be assumed that $10,000 of working cap- 
ital is a constant requirement. 


The increase in assets of $21,000 arises from 
taking in more than is paid out or used up; it 
does not correspond to the amount of appar- 
ent net income. There has, however, been an 
increase in the net assets—the difference be- 
tween the total assets and total liabilities— 
of $15,000, the amount of the apparent net 
income. 

Case 2. Depreciation less than net income 
and recorded. If the depreciation for the year 
amounted to $5,000 and was recorded on 
the books, the operating expenses would be 
increased to $290,000 and the net income 
decreased to $10,000. The resulting balance 
sheet would be: 


Assets 
Current Assets (original)... . $ 10,000 
Current Assets (new)... 21,000 
Plant and Equipment, less depreciation. . 85,000 


$116,000 


Liabilities and Capital 
Liabilities (original)... 


Liabilities (new)... 6,000 
Capital Stock. 75,000 
Surplus.... 10,000 


$116,000 


The increase in new assets is again $21,000 
and the increase in the net assets other than 
the original plant and equipment is again 
$15,000 (an excess of liabilities over current 
assets of $15,000 has been changed to an 
equality of current assets and liabilities), but 
now neither increase is equal to the amount 
of the net income. The recording of deprecia- 
tion has had no effect one way or the other 
upon the increase in assets. The increase in 
net assets is, however, equal to the sum of 
the net income and the depreciation charged 
off. 


Case 3. Depreciation recorded. Liabilities 
partly paid off. If $8,000 of the original lia- 
bilities has been paid off during the year, the 
balance sheet would show: 


Assets 

Current Assets (original)... .. $ 10,000 
Current Assets (new)... .. 13,000 
Plant and Equipment, less depreciation. . 85,000 

$108,000 

Liabilities and Capital 

Liabilities (original)..................... $ 17,000 
6,000 
Capital Stock............ 75,000 
_10, , 000 


$108, 000 , 000 
Again there is no relationship exhibited be- 
tween the amount of net income or the de- 
preciation and the amount of new assets, but 
the increase in the net assets other than the 
original plant and equipment is still the 
same, $15,000. 

Case 4. Depreciation recorded. Dividend 
paid equal io net income. If a dividend is paid 
equal to the entire net income, the balance 
sheet would appear as follows: 


Assets 


Current Assets (original)... .... $ 10,000 
Current Assets (new)........ 8,000 


Plant and Equipment, less depreciation . Sa 85,000 
$ 98,000 

Liabilities and Capital 
Liabilities (new)..... 6,000 
Capital Stock...... 75,000 


$ 98,000 


The $5,000 charged for depreciation is re- 
flected in the balance sheet by the increase 
in current assets of $3,000 and the decrease 
in liabilities of $2,000 ($25,000 reduced to 
$23,000), or by an increase in the net assets 
other than the original plant and equipment 
of $5, 

Case 5. Depreciation not recorded. Dividend 
paid equal to apparent net income. If deprecia- 
tion had not been recorded, the apparent net 
income would have been $15,000 and if this 
amount had been paid out in dividends, the 
balance sheet for Case #1 would be changed 
so as to appear as follows: 
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Assets 

Current Assets (original). . . $ 10,000 
Current Assets (new)... . 6,000 
Plant and Equipment. . . 90,000 

$106,000 

Liabilities and Capital 

Liabilities (original)..................... $ 25,000 
Liabilities (new)... . 6,000 
Capital Stock...... 75,000 

$106 ,000 


The net assets other than the original plant 
and equipment are now back to the original 
amount, a negative $15,000 (the excess of 
the liabilities of $31,000 over the current 
assets of $16,000). 

The recording of depreciation does, appar- 
ently, bring about the retention of net assets 
of an equal amount if it is assumed that divi- 
dends will be declared up to the amount of 
the net income. If no dividends are declare 
or if the dividends are limited to the amount 
of net income which would be shown if de- 
preciation were recorded ($10,000 in Case; 
#5), the recording of depreciation has noj\ 
effect upon the amount of assets retained in| 
the business. Refraining from paying divi- | 
dends will have the same effect upon the | 
retained assets as the recording of deprecia- 
tion. 

Case 6. Depreciation recorded. Investment 
made in new equipment. If, at the close of the 
year, $1,000 was invested in new equipment, 
the balance sheet for Case #4 would be 
changed as follows: 


Assets 

Current Assets (original)................ $ 10,000 
Current Assets (new)................... 2,000 

Plant and Equipment (original) less depre- 
Plant and Equipment (new)............. 1,000 
$ 98,000 

Liabilities and Capital 

Liabilities (original)..................... $ 17,000 
Liabilities 6,000 
75,000 
$ 98,000 


In this case the increase in assets other than 
the original plant and equipment is partly 
i current assets and partly in fixed, but it 
is still $3,000. 


Case 7. Manufacturing plant. Depreciation 
recorded. No product sold. The preceding illus- 
trations have all assumed that the deprecia- 
tion charged off in a given period caused an 
increase in the expenses of the same amount 
in the same period. This is not true in the 
case of a manufacturing enterprise. De- 
preciation first becomes a part of the cost 
of work in process and finished goods and 
does not affect the net income until the 
finished product is sold and this may occur 
in a period subsequent to the original record- 
ing of the depreciation. In any one period 
the amount of depreciation which is a part 
of the cost of goods sold may be either 
smaller or larger than the amount actually 
charged off during that period. 

Let us suppose that the original balance 
sheet of the X Company was made up of 
the following items: 


Assets 

Current Assets: 
4,000 
Supplies and other current assets....... 1,000 
Plant and Equipment................... 90,000 
$100 , 000 

Liabilities and Capital 

$100,000 


Then suppose that during the first month’s 
operations no goods were sold, that the en- 
tire efforts of the company were devoted to 
producing goods, and that the depreciation 
charged off during the month amounted to 
$500. The balance sheet might then appear 
as follows: 


Assets 
Current Assets: 


Work in Process and Finished Goods... . 8,500 
Supplies and other current assets....... 400 
Plant and Equipment, less depreciation. . . . 89,500 
$100,000 
Liabilities and Capital 

$100,000 


The current assets have increased from 
$10,000 to $10,500 but no assets have come 
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into the business from outside and no income 
has been earned. The depreciation of the 
plant and equipment has become a part of 
the cost of the work in process and finished 
goods. 

Case 8. Manufacturing plant. Depreciation 
recorded. Part of product sold. If finished 
goods which cost $3,000 had been sold for 
$4,000, the balance sheet in Case #7 would 
have been as follows: 


Assets 

Current Assets: 
Cash and Receivables................. $ 4,600 
1,000 
Work in Process and Finished Goods. ... 5,500 
Supplies and other current assets....... 400 
Plant and Equipment, less depreciation. . . 89,500 
‘$101,000 

Liabilities and Capital 

75,000 
$101,000 


The current assets have increased $1,500 
over the original $10,000, which may be said 
to reflect the net income of $1,000 and the 
depreciation of $500. If there is $200 of de- 
preciation in the cost of the goods sold, it 
might be said that the total depreciation of 
$500 is represented by an increase in Work 
in Process and Finished Goods of $300 and 
an increase in Cash and Receivables of $200. 

The Effect of Recording Depreciation When 
There is No Net Income. 

Case 9. Depreciation equal to net income but 
not recorded. Referring again to the opening 
balance sheet of the X Company (page 239), 
if, during the first year of operations, the 
gross income was $300,000 and the operation 
expenses (exclusive of depreciation), all paid 
except $6,000, amounted to $295,000 so that 
there was apparently a net income of $5,000, 
the balance sheet would appear as follows, 
again assuming no change in the physical 
plant and equipment: 


Assets 
Current Assets (original)................ $ 10,000 
Current Assets (new)... 
Plant and Equipment........ 


Tiabilities and Capital 


Liabilities (original)..................... $ 25,000 
6,000 
75,000 

$111,000 


There is, as before, an increase in the net 
assets corresponding to the amount of the 
apparent net income. 

Case 10. Depreciation equal to net income 
and recorded. If the depreciation for the year 
amounted to $5,000 and was recorded on the 
books, the operating expense would be in- 
creased to $300,000 and there would be no 
net income or net loss. The balance sheet 
would show: 


Assets 
Current Assets (original)................ $ 10,000 
Current Assets (new)................... 11,000 
Plant and Equipment, less depreciation. . . 85,000 
$106 , 000 


Liabilities and Capital 
Liabilities (original)..................... $ 25,000 


6,000 

$106 , 000 


The increase in net assets other than the 
plant and equipment of $5,000 (from a nega- 
tive $15,000 to a negative $10,000) is equal 
to the amount of depreciation charged off 
during the year. The gross income has just 
covered the operating expenses, including 
depreciation. 

Case 11. Depreciation greater than nel in- 
come but not recorded. If the gross income had 
been $1,500 less, and if the depreciation of 
$5,000 had not been recorded, the balance 
sheet would show a surplus of $3,500. 


Assets 

Current Assets (original)................ $ 10,000 
Current Assets (new).................-. 9,500 
Plant and Equipment.................-. 90 , 000 

$109, 500 

Liabilities and Capital 

Liabilities (original)..................... $ 25,000 
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Case 12. Depreciation greater than net in- 
come and recorded. If the depreciation of 
$5,000 had been recorded, the net loss of 
$1,500 would appear in the balance sheet. 


Assets 
Current Assets (original)................ $ 10,000 
Current Assets (new)................... 9,500 
Plant and Equipment, less depreciation. . . 85 , 000 
$104,500 
Tiabilities and Capital 
$ 25,000 
6,000 
$75 ,000 
$104,500 


In Case #11 a dividend could apparently 
be declared of $3,500 while none could be 
declared in Case #12, so the recording of 
depreciation has forced the retention of 
$3,500 of assets which is, however, $1,500 
less than the amount of depreciation charged 
to expenses. 

Case 13. Depreciation equal to net loss but 
not recorded. If, without taking depreciation 
into account, there is no net income or net 
loss, the balance sheet for Case #11 would 
be changed to read: 


Assets 
Current Assets (original)................ $ 10,000 
Current Assets (new)................... 6,000 
Plant and Equipment................... 90,000 
$106 ,000 


Tiabilities and Capital 
Liabilities (original)..................... $ 25,000 


$106 ,000 


Case 14. Depreciation equal to net loss and 
recorded. If the depreciation and the net loss 
each amount to $5,000, the balance sheet 
for case #12 would show: 


Assets 
Current Assets (original) 
Current Assets (new)................--- 6,000 
Plant and Equipment, less depreciation. . . 


Liabilities and Capital 


Liabilities (original)..................... $ 25,000 

6,000 

Capital Stock................ $75,000 

Less deficit.................. 5,000 70,000 
$101,000 


No dividend could be declared in either 
Case #18 or Case #14 and the recording of 
depreciation has no effect whatever upon the 
assets other than the plant and equipment. 
It is obvious that a net loss of any amount 
greater than $5,000 would show the same 
results—the recording of depreciation would 
have no effect upon either the amount of 
assets coming into the business or upon the 
amount retained in the business. 

The Cumulative Effect of Recording De- 
preciation. Each of the preceding demonstra- 
tions has shown only the effect of recording 
depreciation during the first period of opera- 
tions. The cumulative effect is also sig- 
nificant. 

Case 15. Cumulative effect of recording de- 
preciation. No net income or loss in either year. 
If, during the second year’s operations, 
another $5,000 is recorded for depreciation, 
if it is assumed either that there is no net 
income or net loss or that all of the net in- 
come is paid out in dividends and that all 
other conditions remain constant, and if the 
balance sheet for Case #10 be used as a basis 
for comparison, the new balance sheet would 


be: 


Assets 

Current Assets (original).................. $ 10,000 
Current Assets (new)................... 16,000 

Plant and Equipment, less depreciation of 
$106 , 000 

Liabilities and Capital 

Liabilities (original)..................... $ 25,000 
$106, 000 


The new current assets show an increase of 
$5,000 making a total of $10,000 which 
might be said to have been retained in the 
business as a result of having recorded a cor- 
responding amount of depreciation. The 
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balance sheet is highly unrealistic, however, 
in segregating the new assets. As a matter 
of fact they could not be identified and would 
be scattered throughout the balance sheet 
accounts, possibly as additions to the plant 
and equipment or as reductions in the liabili- 
ties, unless conscious steps were taken to set 
up a special fund. 

Case 16. Cumulative effect of recording de- 
preciation. Net loss equal to depreciation in 
each year. Referring to Case #14, if another 
year of operations brought about a further 
loss of $5,000, the resulting balance sheet, 
all other conditions remaining constant, 
would be: 


Assets 
Current Assets (original) . $ 10,000 
Current Assets (new)... 6,000 
Plant and Equipment, less depreciation of 
$10,000... 80,000 
$ 96,000 
Liabilities and Capital 
Liabilities (original) % 25,000 
Liabilities (new) 6,000 
Capital Stock. $75,000 
Less deficit . 10,000 65,000 


$ 96,000 


The only essential change is the reduction of 
the plant and equipment and the increase of 
the deficit by the same amount. 

Case 17. Cumulative effect of recording de- 
preciation. Net loss equal to depreciation in 
first year and greater than depreciation in 
second year. If the net loss is greater than 
$5,000 in the second year, some other asset 
account must be reduced or some liability 
increased. The following figures would be 
possible if the net loss in the second year 
were $7,000: 


Assets 
Current Assets (original). . : .. $ 10,000 
Agneta (New)... 4,000 
Plant and Equipment, less depreciation of 
$10,000. 80, 000 
$ 94,000 


Liabilities and Capital 


Liabilities (original). . 
Capital Stock. _ $75,000 

Less deficit. . 12,000 63 ,000 


94,000 


The net assets other than the original 
plant and equipment continue to increase as 
long as the net loss is less than the amount 
of the depreciation and begin to decrease as 
soon as the net loss is greater than the 
amount of the depreciation. 

Case 18. Cumulative effect of recording de- 
preciation. Net income of second year equal to 
net loss of first year. If there is a net income 
of $5,000 the second year, the balance sheet 
for Case #14 (page 243) would be changed as 
follows, all other conditions remaining con- 
stant: 


Assets 

Current Assets (original)................ $ 10,000 
Cusrent Anseté Giew) 16,000 

Plant and Equipment, less depreciation of 
80,000 
$106 , 000 

Tiabilities and Capital 

Liabilities (original)..................... $ 25,000 
$106, 000 


The $5,000 net income has eliminated the 
$5,000 deficit. The $5,000 net income plus 
the $5,000 of recorded depreciation of the 
second year accounts for the increase of 
$10,000 in the new current assets, and these 
assets retained in the business are now equal 
to the total depreciation charged off from 
the beginning of operations. As long as there 
is no accumulated deficit from operations, 
there will be assets retained in the business 
equal to the total accumulated depreciation 
which has been charged to operations. 

Conclusions. The following conclusions can 
be drawn from the preceding demonstrations 
as to the financial aspects of depreciation 
accounting: 

1. The recording of depreciation as such 
has no effect upon the amount of assets 
which come into the business except that in 
so far as the selling price of a product may 
be based upon its cost of production, de- 
preciation, as one of the costs of production, 
may be said to help determine the gross in- 
come. In a competitive situation there is no 
such precise relationship between cost and 
selling price in a single business—the typical 
problem is to keep costs below a selling price 
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over which the individual business has little 
control. In a regulated monopoly the oppor- 
tunity usually exists to attempt to charge 
prices which will cover all cost of production, 
including a return on the investment, but 
there are few cases in which cost and no more 
than cost is regularly covered by the gross 
income. In any event, once the selling price 
is fixed, the mere making or changing the 
bookkeeping records can have no effect upon 
the total receipts or income; the increase of 
depreciation will not increase the gross in- 
come and the omission of an entry for de- 
preciation will not decrease it. 

2. Whenever the gross income covers all 
of the expenses including the depreciation, 
there will be a retention of net assets equal 
to the amount of depreciation charged off. 
The deduction of depreciation from gross 
income does not involve an expenditure of 
funds, so the funds received in connection 
with sales and other income will to this ex- 
tent be retained in the business. The result 
of recording depreciation is, in this respect, 
similar to the recording of the liability for 
an unpaid expense such as accrued payroll, 
accrued taxes, etc. 

3. The recording of depreciation as an 
operating cost is not necessary as far as the 
retention of assets in the business is con- 
cerned, providing no dividends are paid or 
if the amount of dividends is limited to the 
income in excess of the amount of the de- 
preciation. The building up of the surplus 
accounts will accumulate assets just as effec- 
tively as the recording of depreciation If, 
for instance, the sole purpose of depreciation 
accounting were to accumulate funds to 
finance replacements, an appropriation of 
net income or surplus in the form of a surplus 
of liability reserve would be much simpler 
to handle and just as effective as the usual 
depreciation accounting methods. 

4. The assets retained as a result of the 
recording of depreciation will not automati- 
cally be accumulated in a fund waiting to 
be invested. These assets can not be identi- 
fied. The funds on hand at the beginning of 
a period, funds received from borrowed or 
invested capital, and funds received from 
earnings are ordinarily combined in the ac- 
counts with no attempt at segregation ac- 


cording to source. With few exceptions lia- 
bilities are paid and assets are purchased 
from day to day without regard to the 
sources of the funds which are being used. 
The “investment” of retained funds, then, 
is usually an automatic rather than a con- 
scious process; if nothing is done to prevent 
it, the funds retained as a result of the de- 
preciation entries, and those representing 
the remaining net income as well, will be 
“invested in the business,”’ that is, they will 
be used to purchase new assets, pay off lia- 
bilities, and so on; and this automatic invest- 
ment usually will have taken place before 
the amount of net income for a period is 
determined and before the entries for de- 
preciation are made. The accumulation of 
liquid funds for a specific purpose requires 
a conscious appropriation of cash and its 
deposit in a special bank account or some 
similar investment of funds. 

5. In a manufacturing enterprise the con- 
nection between the recording of deprecia- 
tion and the retention of assets is indirect. 
Depreciation first becomes a part of the 
cost of Work in Process and Finished Goods 
and only when the goods have been sold 
will new funds come into the business which 
may be thought of as being retained as a 
result of the recording of depreciation. 

6. If the gross income does not cover all 
of the expenses, it is obvious that there may 
be no assets to retain. If there is a net loss 
which is equal to or greater than the amount 
of depreciation charged off, the depreciation 
entry could be omitted without any effect 
upon the amount of available funds. If the 
net loss is less than the amount of deprecia- 
tion, net assets will accumulate equal to the 
difference between the two. It is obviously 
improper, then, to make any statement in 
regard to the effect of depreciation account- 
ing upon the assets or net assets without in- 
cluding the qualification that the expected 
result will appear only if the period does not 
show a net loss. 

7. The cumulative effect of recording de- 
preciation is consistent with the effect upon 
any one period. If the expenses are covered 
by the income and any net income is de- 
clared in dividends, the net worth and the 
amount of the net assets remain constant, 
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new assets being retained as the fixed plant 
and equipment are being written down. 
Physically, however, conditions may not be 
constant; the retained funds may be in- 
vested in new fixed assets. There is no cer- 
tainty that the retained funds will be avail- 
able in liquid form. 

If an operating deficit is accumulated, the 
equilibrium between retained funds and 
total depreciation charged off no longer 
exists but it will be restored when the defi- 
cit is eliminated by net earnings of the busi- 
ness. 

‘/ 8. These financial aspects of depreciation 
“accounting may be utilized in the adminis- 
tration of the financial budget. The amount 
of depreciation included in the budget of 
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expenses may ordinarily be considered as 
available funds in the financial budget and 
may be appropriated for any purpose. It is 
often considered that the replacement of 
the depreciating assets has the first claim 
on such funds, but even then the normal re- 
placement requirements could usually be 
covered by a revolving fund which would 
be considerably less than the total accumu- 
lated depreciation and at least a balance 
would ordinarily be available for other pur- 
poses. If it is feasible or desirable to make 
replacements with borrowed capital, the 
funds made available by the depreciation 
accounting might well be used to retire the 
original indebtedness or other original in- 
vestment. 


CORPORATE CAPITAL AND RESTRICTIONS 
UPON DIVIDENDS 


H. W. BALLANTINE AND GEORGE S. 


UCH PROGRESS has been made in re- 
M cent years toward more scientifi- 
cally drafted corporation laws which 
aim to give efficiency and scope to the 
management and at the same time to im- 
pose reasonable safeguards against corpo- 
rate abuses. New corporation acts have re- 
cently been adopted in California, Illinois, 
Indiana, Idaho, Louisiana, Michigan, Min- 
nesota, Ohio, Pennsylvania and Washing- 
ton. These laws have been stimulated by 
suggestions contained in the Uniform Busi- 
ness Corporation Act.! 
Increasing interest is being shown in the 
possible need and advantage of a federal 
incorporation law.? The Companies Act of 


1 Drafted by the National Conference of Commis- 
sioners on Uniform State Laws and approved by the 
American Bar Association at its 1928 meeting. See 
Ballantine, Questions of Policy in Drafting a Modern 
Corporation Law (1931) 19 Calif. L. Rev. 465; A Critical 
Survey of the Illinois Business Corporation Act (1934) 1 
Chicago L. Rev. 357. 

2 Flynn, Why Corporations Leave Home (1932) 150 
Ail. Monthly 268; Schnell and Wettach, Corporations 
as Agencies in the Recovery Program (1934) 12 N. C. L. 
Rev. 77, 97; Willis, Corporations and the United States 
Constitution (1934) 8 Cin. L. Rev. 1, 21, 26; Berle, Book 


Canada, 1934, became effective October 1, 
1934. It is said to be intended as a model for 
uniform legislation throughout the Prov- 
inces. It contains stringent provisions for 
protection of creditors and requirements as 
to financial statements to shareholders. 

No part of the entire corporate mecha- 
nism, a vital instrumentality in modern 
business, investment and speculation, is 
more complicated or more poorly designed 
and comprehended than the legal capital 
requirements and the attempted safeguards 
against unsafe distributions of assets to the 
shareholders such as improper dividends, 
share purchases and distributions following 
reductions of legal capital. Many economists 
now favor liberal dividend distributions as 
against undue expansion of plants and the 
piling up of needless surpluses, investment 
accounts and reserves under the control of 
the management.* At the same time the 
Review of Stock Market Control, Evans Clark and 
others (1934) 34 Col. L. Rev. 786, 787; Report of the 
Federal Trade Comm., No. 69-A, Sept. 15, 1934, pp. 
1-143 (Sen. Doc. No. 92, pt. 69-A, 70th Cong. Ist Sess. 
(1984)). 

* The Federal Government has commenced to en- 
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fundamental policy, sometimes expressed in 
the misty metaphors of the so-called “trust 


” 


fund doctrine,” still survives, namely, that 
a corporation must establish a legal capital 
in connection with the issue of its shares 
and must retain that amount as a margin of 
assets over liabilities before making dis- 
tributions to its shareholders. The improvi- 
dent declaration of dividends not only im- 
perils creditors and senior shareholders, but 
also injures the corporation, misleads exist- 
ing shareholders and defrauds investors.‘ The 
same is equally true of the undue depletion 
of current assets by purchases by a corpora- 
tion of its own shares and the carrying of 
treasury shares as if they were an asset of 
value or a reduction of legal capital.® 

The older statutory provisions as to capi- 
tal, dividends and share purchases have 
proved entirely inadequate. In the drafting 
of modern corporation laws more careful 
limitations are being devised. But the effort 
to formulate more satisfactory safeguards in 
these matters, having closer relation to 
financial realities, is still going on.5* The 
policy limiting both dividends and share 
repurchases is fundamentally the same, 
namely, to preserve some minimum of finan- 
cial responsibility. This is sought to be at- 
tained by establishing an accounting yard- 
stick of financial test for the protection of 
creditors before the management is given 
authority to order withdrawals of assets. As 
already pointed out, the protection of the 
investment of preferred shareholders, of 
common shareholders and of incoming share- 
holders is also to be considered. 

The legal machinery to establish and 


force the distribution of improperly accumulated sur- 
pluses. Revenue Act of 1934, §102, 48 Stat. 702, 26 
US.C.A. (Suppl. 1934) §5102. 

‘ Southern California Homebuilders v. Young (1920) 
45 Cal. App. 679, 686, 188 Pac. 586, 589; Appleton v. 
American Malting Co. (1903) 65 N. J. Eq. 375, 54 Atl. 
454; Siegman v. Electric Vehicle Co. (1907) 72 N. J. 
Eq. 403, 65 Atl. 910. 

5 Pasotti v. United States Guardian Corp. (1931) 
18 Del. Ch. 1, 156 Atl. 255; Warren, Safeguarding the 
Creditors of Corporations (1923) 36 Harv. L. Rev. 509, 
542. Hills, Stated Capital and Treasury Shares (1934) 57 
J. of Accountancy 202, criticizes the prevalent practices 
of the carrying of treasury shares as if they were an asset 
of value or a reduction of legal capital. 

** Hills, Model Corporation Act, 48 Harv. L. Rev. 
(June, 1935). 
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maintain some minimum amount of net 
assets or investment in the business is ex- 
ceedingly complicated. It involves a system 
of rules, difficult to formulate and enforce, 
governing the following matters: The proper 
definition of “stated” or legal capital; the 
fixing of the issue price of shares with and 
without par value; the requirements as to 
payment in good faith of the issue price; the 
liability for over-valuation of the considera- 
tion received, if other than money; the 
portion of the consideration which may be 
set aside as distributable surplus on the issue 
of no par shares; the minimum amount of 
capital which must be paid in before busi- 
ness may be begun; the regulation of the 
valuation of assets to be counted toward 
surplus; the definition of the kinds of surplus 
available for cash or property dividends on 
shares of different classes; the authorization 
of an alternative source or basis of dividend 
payments in the absence of available surplus, 
such as current or annual net profits; the 
protection of the liquidation preferences of 
preferred shares; the limits upon the pur- 
chase or the redemption by the corporation 
of its own shares; the limits upon the volun- 
tary reduction of the amount of legal capital 
and the distribution of the reduction surplus; 
and finally the remedies for the violation of 
the restrictions upon distributions and with- 
drawals by way of personal liability of the 
shareholders and of the directors.® 

It is the purpose of this article to make a 
brief survey of the prevailing types of 
statutory restrictions upon dividends with a 
view to evaluating the efficiency and ascer- 
taining the shortcomings of the standards 
prescribed. The concept of the legal or 
“‘stated”’ capital will first be considered, and 
then the different varieties of limitations 
on cash and share dividends, with comment 
upon the abuses and defects of the existing 
systems and the need of some further statu- 
tory revision. The related topics of limita- 
tions upon the purchase and redemption by 
a corporation of its own shares and upon the 
reduction of the legal capital can be referred 
to only incidentally. These questions of cor- 


6 Ballantine, California Corporation Laws (1932) 125- 
131, 301, 362; ibid., 1988 Supplement, 55-58, 145, 161. 
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poration finance are important because the 
present statutes are unduly lax’ and erro- 
neous views and practices are extremely 
prevalent among lawyers and accountants.® 
A mistaken declaration of dividends, a pur- 
chase of shares “out of capital” or a mis- 
leading financial statement as to legal capital 
and surplus may involve directors and 
officers in serious liabilities. 


I. CONCEPT OF LEGAL CAPITAL 
AND CAPITAL STOCK 


What is the legal or “‘stated”’ capital?® This 
involves some discussion of the concept re- 
ferred to by the vague term “capital stock” 
and the trust fund doctrine. In 1824 Mr. 
Justice Story in the famous case of Wood 
v. Dummer'® asserted that the “capital 
stock” of banks is to be deemed a pledge or 
trust fund for the payment of their debts, a 
fund appropriated for such purposes by legal 
requirements, and said: 


The charter relieves them from personal re- 
sponsibility, and substitutes the capital stock in 
its stead.... Why, otherwise, is any capital 
stock required by our charters? If the stock may, 
the next day after it is paid in, be withdrawn by 
the stockholders without payment of the debts of 
the corporation, why is its amount so studiously 
provided for, and its payment by the stockholders 
so diligently required?" 


Is the legal capital of a corporation a fund 
set apart in trust and pledged for the pay- 
ment of corporate debts? It has been recog- 


7 Redemption of Preferred Shares, 82 Univ. Pol. Rev. 
888 (1935). As to English rules, see Samuel, Shareholders’ 
Money (1933) 145-149, 345, 347. 

5 Notably as to the effect upon legal capital and upon 
surplus of the purchase by a corporation of its own 
shares; see Hills, Stated Capital and Treasury Shares 
(1934) 57 J. of Accountancy 202; Lewis, Some Legal and 
Accounting Questions, Michigan General Corporation Act 
(1933) 8 AccountinG Rev. 144; Ballantine, California 
Corporation Laws (1932) 313-321; ibid., 1933 Supple- 
ment, 127-133, 172-181. 

® Writers on corporation law and also upon account- 
ing and corporation finance do not seem to have appre- 
hended or discussed this important concept at all 
clearly. 

10 (C. C. D. Me. 1824) Fed. Cas. No. 17,944, at 435. 

Ibid. at 436; see Sanger v. Upton (1875) 91 U. S. 
50, 60; Warren, Safeguarding the Creditors of Corpora- 
tions (1923) 36 Harv. L. Rev. 509, 544; Zettler, The 
Trust Fund Theory (1925) 1 Wash. L. Rev. 81; 15 Flet- 
cher, Cyclopedia of Corporations (1932) §7370. 
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nized in many modern cases that this loose 
and figurative language about capital stock 
being a trust fund has been a great source of 
confusion.” You cannot point to any particu- 
lar resor fixed assetsor fund as being “‘capital” 
or “capital assets” earmarked or segregated 
from other assets which are surplus. All the 
net assets together equal capital and sur- 
plus.“ Legal capital is not a res, but a 
quantum or mathematical limit below which 
amount assets may not lawfully be with- 
drawn by the shareholders. Courts wobble in 
their language between these two concepts.“ 
It has been frequently pointed out that there 
is in truth no fund or value mingled with 
the corporate assets which is held by the cor- 
poration in trust for its creditors, that un- 
secured corporate creditors have no equi- 
table lien on the assets of a solvent corpora- 
tion. The assets of an insolvent corporation 
must be used in satisfaction of its debts be- 
fore distribution to shareholders and cannot 
be depleted to the creditor’s prejudice by 
dividends or the purchase of its own shares." 
What we have in reality is a system of rules 
as to the issue and payment for shares and 
the establishment of a legal capital as a 
limitation upon the withdrawal of assets, so 
that the directors may not distribute the 
assets to the shareholders below the point 
of equivalence between the amount of the 
assets and the amount of the liabilities in- 
cluding capital, all of which may be better 
expressed without the figurative terminology 
of the trust fund doctrine.!” 

The purpose and policy of the capital re- 
quirements may be stated somewhat as 
follows: As a condition of granting to the 
shareholders the privilege of trading in a 
corporate capacity with limited liability, it 


12 Meikle v. Export Lumber Co. (C. C. A. 9th, 1933) 
67 F. (2d) 301, 306, and cases cited. 

18 Hatfield, Accounting (1931) 286. 

14 See Isaacs, Principal—Quantum or Res? (1933) 46 
Harv. L. Rev. 776. 

18 Hollins v. Brierfield Coal & Iron Co. (1893) 150 
U. S. 371; Meikle v. Export Lumber Co. (C. C. A. 9th, 
1933) 67 F. (2d) 301, 306; 15 Fletcher, Cyclopedia of 
Corporations (1932) §7369. 

16 Quinn-Marshall Co. v. McDaniels Co. (M.D.N.C. 
1934) 5 F. Supp. 937, and cases cited. 

17 Williams v. Western Union Tel. Co. (1883) 93 
N. Y. 162; Ballantine, California Corporation Laws 
(1932) 126-131, 376; ibid., 1933 Supplement, 55-60. 
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js required that subscribers for the shares 
invest certain funds in the business as con- 
sideration for their shares. There is in modern 
laws no fixed minimum of capital which 
must be subscribed or paid in except for a 
very nominal amount. In general, that part 
of the consideration for the shares contrib- 
uted to capital by the shareholders measures 
the legal capital.'* The law does not require 
that a business corporation maintain a net 
worth equal to the full amount of its legal 
capital as it does in the case of banks, but 
it prohibits certain withdrawals unless a 
surplus above such net worth is on hand. 
So far as creditors are concerned, there 
would be no objection to distributing all of 
the assets over and above a certain ratio of 
current assets to current liabilities or other 
suitable margin of value for their protection, 
but the interests of the shareholders require 
that the business should continue and that 
it should not be liquidated in whole or in 
part without their consent. Consequently, 
the function of legal or stated capital is 
threefold: (1) the protection of the creditors 
against the shareholders; (2) the protection 
of senior shareholders against junior share- 
holders; and (3) the protection of all share- 
holders against mismanagement and the im- 
pairment of their investment and its earn- 
ing power.’® 

In Williams ». Western Union Telegraph 
Company,?° the New York court had occasion 
to discuss the purpose of the limitations 
contained in early New York statutes, copied 
also in the statutes of California and some 
other states, against dividing, withdrawing 
or in any way paying to stockholders or 
any of them any part of the “capital stock” 
of the corporation, or reducing the capital 
stock without the consent of the legislature, 
or receiving any note in payment of any 
part of the subscription price of any stock. 

The court explained the policy of these 
limitations as follows: 


_'8 Morawetz, Private Corporations (2d ed. 1886) 
§§$119-114, 434-440. 
'* Martin v. Zellerbach (1869) 38 Cal. 300, 308, 318, 
99 Am. Dec. $65, $73, 381. 
*° (1883) 93 N. Y. 162; see also Small v. Sullivan 
(1927) 245 N. Y. 343, 157 N. E. 261. 
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These provisions were intended to prevent the 
division, distribution, withdrawal and reduction 
of the property of a corporation below the sum 
limited in its charter or articles of association for 
its capital, but not to prevent its increase above 
that sum. The purpose was to prevent the de- 
pletion of the property of the corporation thereby 
endangering its solvency. All the other provisions 
of the section show very clearly that such was the 
intention. Careful provision was made that the 
whole amount of capital stock should be paid in, 
and hence there was a prohibition against receiv- 
ing a note or other evidence of debt in payment 
of any installment actually called in and required 
to be paid; and in case the directors violated any 
of the provisions of the section they were made 
individually liable to the corporation and to its 
creditors, in the event of its dissolution, to the 
full amount of the capital stock of the company 
so divided, withdrawn or reduced. All these pro- 
visions show that it was the purpose of the legis- 
lature, by means of them, to create a property 
capital for the corporation and, then to keep that 
intact so as to secure the solvency of the corpora- 
tion and its responsibility to its creditors. The 
“capital stock” in this section does not mean 
share stock, but it means the property of the cor- 
poration contributed by its shareholders or other- 
wise obtained by it, to the extent required by its 
charter. While the term “capital stock”’ is fre- 
quently used in a loose and indefinite sense, in 
this section and in legal phrase generally it means 
that and no more.”! 


Owing in part to a defective terminology, 
the concept of “capital stock’’ as referring 
to the legal capital has never been clearly 
stated or grasped by courts or writers. The 
courts loosely or figuratively speak of the 
“capital stock” as a “fund” or property 
for the ultimate security of the corporation’s 
creditors, both present and future, rather 
than as a quantum, a legal limit upon the 
withdrawal of its funds or assets except so 
far as the net value of the property exceeds 
that limit.” Capital stock in the sense of 
legal or stated capital measures the amount 
of the margin of assets over debts and lia- 
bilities required to be retained. A law which 
merely forbade the withdrawal of assets 


21 Williams v. Western Union Tel. Co. (1883) 98 
N. Y. 162, 187. 

2 Smith v. Dana (1905) 77 Conn. 543, 60 Atl. 117, 
121; Small v. Sullivan (1927) 245 N. Y 343, 157 N. E. 
261. 
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below an exact equivalence to the actual 
debts and liabilities at the time of with- 
drawal would force the creditors to bear 
all the risk of insolvency arising from any 
slight business loss or shrinkage of assets. 

The older corporation acts were not spe- 
cific in giving any statutory definition for 
the determination of the legal capital since 
it was assumed to be measured by the ag- 
gregate par value “of the issued shares. 
Treasury shares, being issued but not out- 
standing shares, have occupied a very un- 
certain position with respect to legal capital 
and surplus. With the advent of non-par 
shares a statutory definition of capital be- 
came imperative and these formulae for the 
determination of the legal capital, which 
differ somewhat in the several states, must 
be applied in the computation of legal capi- 
tal and so of surplus available for dividends 
and other purposes. The legal capital may 
be compared with a certain level marked by 
a gauge upon the corporate reservoir of 
assets. If the assets stand above that level, 
they may be drawn off for the shareholders. 
If the assets fall below that level, the remain- 
ing supply must be reserved for business 
purposes and for the creditors. Capital is 
“impaired” and there is a capital deficit if 
the value of the assets falls below the amount 
of the liabilities plus the amount of the legal 
capital.* No dividends may lawfully be paid 
unless after such payment the value of the 
property of the corporation (taken at proper 
book values according to bases recognized 
by accounting practice) is equal to the ag- 
gregate of its liabilities and the legal capital.” 


II. STATUTORY DEFINITIONS OF LEGAL CAPITAL 


Modern legislation attempts to define the 
legal capital whether called “stated capital,”’ 
“capital,” “capital stock,” “paid-up capital” 
or some other term, in order to clarify the 
requirements of the law. The Uniform Busi- 
ness Corporation Act (section 1, subdivision 
X), unfortunately continues to employ the 


*8 See Guaranty Trust Co. of N. Y. v. Grand Rapids, 
etc., Ry. (W. D. Mich. 1934) 5 F. Supp. 511, 516. 

4 Cal, Civ. Code §363; Del. Gen. Corp. Law (1933) 
§34; Ill. Bus. Corp. Act (1933) §42 (b); Minn. Bus. 
Corp. Act (1983) §22; Ohio Gen. Corp. Act (1931) §§38, 
123, 123(b). 


much abused term “capital stock” to indi- 
cate the legal capital, although this term has 
long been involved in the most extraordinary 
ambiguity, confusion and vagueness of 
thought in the statutes, the decisions, and in 
accounting.” “‘Capital stock” is sometimes 
used to refer to shares of stock, sometimes 
to the aggregate of the amount of the par 
value shares authorized to be issued in the 
certificate or articles of incorporation, some- 
times to the assets or consideration received 
from the shareholders upon the issue of 
shares, and sometimes to the legal capital of 
amount to be deducted (as if it were a liabil- 
ity) from the net assets in ascertaining sur- 
plus.** The term “stated capital” came first 
into use in laws as to non-par shares in con- 
nection with the permission to credit part 
of the consideration received to paid-in sur- 
plus and the balance to legal capital.’ 

Capital stock is defined in the Uniform 
Business Corporation Act (section 1, sub- 
division X) as follows: 

The “Capital Stock” of a corporation at any 
time is (a) the aggregate amount of the par value 
of all allotted shares having a par value, including 
such shares allotted as stock dividends, and 

(b) the aggregate of the cash, and the value of 
any consideration other than cash, determined 
as provided in this Act, agreed to be given or 
rendered as payment for all allotted shares having 
no par value, plus such amounts as may have 
been transferred from surplus upon the allotment 
of stock dividends in shares having no par value. 


This definition of “capital stock”’ is very 
similar to the definitions of “‘stated capital” 
under the more recent acts, which will be 
referred to later. Under it the legal capital 
is measured in general by the amount of 
consideration received or to be received for 
the issued shares. The Uniform Business 
Corporation Act? also undertakes to define 
the term “capital” as follows: 


. r Dwight, Capital and Capital Stock (1907) 16 Yale 
uJ. 161, 

% Equitable Life Assur. Soc. of U. S. v. Union Pac. 
R. R. (1914) 212 N. Y. 360, 106 N. E. 92; see Ballantine, 
Private Corporations (1927) 411, 412, 508; 11 Fletcher, 
Cyclopedia of Corporations (1932) §5079. 

27 See State v. Becker (1928) 320 Mo. 908, 8 S. W. 
(2d) 970, an unsatisfactory discussion. 

XI) §1 (XID; see also La. Gen. Corp. Act. (1928) §1 
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The “Capital” of a corporation is that portion 
of its assets acquired as consideration for shares 
allotted and that portion of its assets which has 
been treated as payment for shares allotted as 
stock dividends. 


This definition of “capital’? cannot mean 
that any particular assets are earmarked as 
capital. It must mean that “capital” includes 
any or all assets up to an amount equal to 
the value of the assets acquired as consider- 
ation for shares issued, and the amount of 
surplus capitalized as payment for stock 
dividends. ‘Capital’ then refers to any and 
all the assets up to a value or net worth 
measured by the “‘capital stock,” the legal 
capital.?° 

Some of the states which have followed 
the Uniform Business Corporation Act in 
whole or in part as the basis of their corpora- 
tion acts adopt the term “capital stock”’ to 
indicate the legal capital, an amount to be 
carried as a liability and to be deducted from 
the net assets in ascertaining surplus avail- 
able for dividends.*° The Uniform Act, how- 
ever, has not been followed in adopting the 
term “capital stock”’ by certain laws using it 
as a basis, for example, by the Minnesota 
Business Corporation Act. The Indiana Gen- 
eral Corporation Act (section 1 (g)) uses the 
term “capital stock” to refer to the aggre- 
gate par value or total number of all shares 
authorized to be issued, and in section 1 (h) 
defines ‘capital’ to mean the aggregate 
amount paid in on the shares issued and 
outstanding. The term “‘capital”’ is thus used 
to indicate the legal capital. 

A number of states, including Delaware, 
use the term “capital” to refer to the legal 
capital.*? Under the New York Stock Cor- 


or" 11 Fletcher, Cyclopedia of Corporations (1932) 
5080. 
* Idaho Code Ann. (1932) §§29-101 (10), 29-129; 
La. Gen. Corp. Act (1928) §§$1 (X), 26; Wash. Stats. 
1933, c. 185, §§1 (X), 24, pp. 770, 785. 

t See Ind. Gen. Corp. Act. (1928) §§3 (8), 12. 

® Ark. Gen. Corp. Law (1931) §§21, 22; Colo. Comp. 
Laws (1921) §§2248 (f), 2266, as amended by Colo. 
Stats. 1931, pp. 231, 239; Del. Gen. Corp. Law (1933) 
§$14, 19, 26, 27, 28, 34; Fla. Corp. Law (1925) §§21, 23; 
Mich. Gen. Corp. Law (1931) §20; Nev. Gen. Corp. Act 
(1931) §24; R. I. (Stats. 1932, c. 248, §53; Tenn. Gen. 
Corp. Act (1929) §§24, 25, 26; Tenn. Code (1932) §§3722, 
8735; Vt. Pub. Laws (1933) §5850; Va. Corp. Law 
(1930) §§70, 78; Va. Acts 1932, c. 122, §3840, p. 132. 


poration Law the words “capital stock” are 
used in referring to the legal capital of cor- 
porations having only shares with par value 
and the word “capital” is used in referring 
to the legal capital of corporations author- 
ized to issue only shares without par value 
and of all corporations authorized to issue 
both shares with and without par value. 
These terms are made interchangeable as 
designations of legal capital.** In Maryland 
the awkward terms “amount of stock issued” 
and “amount of issued capital stock” are 
used to indicate the legal capital.* 

Several of the more carefully drafted 
recent corporation acts adopt the term 
“stated capital” to indicate the legal capital*® 
thereby avoiding such ambiguous terms as 
“capital stock” and also “capital,” which 
have involved even the draftsmen of the 
Uniform Business Corporation Act in con- 
fusion.** 

In composite, the legal or stated capital 
under modern acts is measured by the aggre- 
gate par value or amount of consideration 
received or to be received by the corporation 
for its issued shares including treasury shares 
subject to the following qualifications: (a) As 
to par value shares, any consideration re- 
ceived in excess of par value is credited to 
paid-in surplus and does not increase the 
legal or stated capital. In California, if par 
value shares are issued for less than par as 
fully paid up, only the amount of the agreed 
consideration is credited to stated capital. 
(b) As to shares without par value, the en- 
tire agreed consideration constitutes stated 
capital, provided that the directors may 
designate a portion of such consideration to 
be paid-in surplus. In some states, however, 
the amount which may be designated as 
paid-in surplus is limited. (c) Stated capital 
also includes such amounts as may have 


33 N. Y. Stock Corp. Law (1934) §§12, 13, 36 (A) 
and (I), 37-4, 38-5. 

% Md. Gen. Corp. Law (1933) §39 (2), (3); 50, 87. 

35 Cal. Civ. Code §300b; Ill. Bus. Corp. Act (1933) 
§§2 (k), 19; Minn. Bus. Corp. Act (1933) §§1-X, 0; 
Ohio Gen. Corp. Act (1931) §37; Pa. Bus. Corp. Law 
(1933) §§2, 614. 

3 See Uni. Bus. Corp. Act (1928) §41, on reduction of 
capital stock. A reduction of the legal capital, of course 
does not reduce the actual value of the corporate assets 
unless followed by a distribution. 
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been transferred from surplus to stated capi- 
tal upon declaration of a share dividend or 
by action of the directors or shareholders in- 
dependently of a share dividend.*’ 

Although a few states require the capital- 
ization of all consideration received upon the 
issue of non-par shares,** many acts permit 
the creation of an unlimited paid-in surplus.*® 
Some modern laws, however, place limita- 
tions on the allocation of the consideration 
for non-par shares to paid-in surplus and 
attempt to safeguard the adequacy of the 
stated capital, particularly for the protection 
of preferred shares. The Pennsylvania Busi- 
ness Corporation Law (1933) and also the 
California General Corporation Law (1933) 
require the capitalization of all consideration 
received for shares having a_ preferential 
right to assets in the event of involuntary 
dissolution.*° 

The Michigan Act requires that at least 
fifty per cent of the amount of the consider- 
ation received for any shares without par 
value shall be determined to be capital. 
Under the 1933 Minnesota Law only that 
part of the value of the consideration which 
is in excess of the amount to which non-par 
shares having a preference on involuntary 
liquidation are entitled over other classes 
of shares may constitute paid-in surplus, 
unless otherwise provided in the contract of 
subscription (section 20, III). The Uniform 
Business Corporation Act does not contain 
any such limitations. The power to treat 
substantially all of the consideration re- 
ceived for preferred shares without par value 
as paid-in surplus rather than as stated 
capital seems unfair as it may allow divi- 
dends on common shares out of the proceeds 
of the preferred shares, under such laws, as 
permit dividends out of paid-in surplus. 

37 Cal. Civ. Code §300b; Ill. Bus. Corp. Act (1933) 
§§2 (a), 19; Minn. Bus. Corp. Act (1933) §§2-X, 20; 
Ohio Gen. Corp. Act (1931) §37; Pa. Bus. Corp. Law 
(1933) §§2, 614. 


88 Fla. Gen. Corp. Law (1925) §21; Ind. Gen. Corp. 
Act (1929) §1 (h); N. Y. Stock Corp. Law (1934) §12- 
4B 


39 Del. Gen. Corp. Law (1933) $14; Md. Gen. Corp. 
Law (1933) §39; N. J. Gen. Corp. Act §121. 

© Pa. Bus. Corp. Law (1933) §614 (2); see also Cal. 
Civ. Code §300b; cf. Ill. Bus. Corp. Act (1933) §19; 
Minn. Bus. Corp. Act (1933) §20. 

Mich. Gen. Corp. Law (1931) §20. 
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Kither the entire consideration for such pre- 
ferred shares should be attributed to stated 
capital, or only the consideration in excess 
of the liquidation preferences should be at- 
tributed to paid-in surplus. 

The danger of allocating consideration to 
paid-in surplus depends on the availability 
of that surplus. If paid-in surplus cannot be 
withdrawn for dividends or share purchases, 
it assumes a semi-stated capital position, 
available for the absorption of losses but 
otherwise reserved.” It is necessary, there- 
fore, either to assure an adequate amount of 
stated capital by placing restrictions on the 
creation of paid-in surplus, or to prevent 
the withdrawal of paid-in surplus except 
within limits of safety. 


III. RESTRICTIONS ON DIVIDENDS 


The statutory attempts to limit the dis- 
cretion of corporate directors in the declara- 
tion of dividends are difficult to interpret 
and their application involves great uncer- 
tainties as to accounting terms, methods and 
judgments as to values.* The principal types 
of restrictions on dividends to be found in 
the statutes may be classified in general as 
follows 

(1) The most frequent limitation is that 
dividends are payable only out of surplus, 
that is, to the extent that the net worth of 
the assets exceeds the amount of the legal 
capital. This is frequently made subject to a 
judicial or statutory exception as to the dis- 
tribution of the proceeds of wasting assets. 
In general, however, dividends are forbidden 


2 See Hatfield, Operating Deficit and Paid-in Surplus 
(1934) 9 AccountiING Rev. 237, 240. 

43 See Midland Savings & Loan Co. v. Dunmire 
(C.C.A. 10th, 1933) 68 F. (2d) 249; Ballantine, Cali- 


fornia Corporation Laws, 1933 Supplement, 140-148, 


172-181; Graham and Katz, Accounting in Law Practice 
(1932) 146; Briggs, Dividends and General Corporation 
Statutes (1933) 8 AccounTING Rev. 130, 136; Asset Valu- 
ation in Dividend Decisions (1934) 9 AccounTING Rev. 
220; Weiner, Theory of Anglo-American Dividend Law 
(1928) 28 Col. L. Rev. 1046, (1929) 29 ibid. 461, 474, 
475; Weiner and Bonbright, Theory of Anglo-American 
Dividend Law (1930) 30 Col. L. Rev. 330, 954, 984. 

4 Weiner, Theory of Anglo-American Dividend Law 
(1929) 29 Col. L. Rev. 460, 463; Weiner and Bonbright, 
Theory of Anglo-American Dividend Law (1930) 30 Col. 
L. Rev. 380; Fund from which Dividends May Be Paid, 
Notes (1928) 55 A. L. R. 8, 11-44; (1932) 76 A. L. R. 
886-888. 
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if there is an impairment of deficit of net 
assets below the legal capital. 

(2) In a few states the surplus requirement 
is somewhat more carefully restricted and 
dividends are payable only out of “earned 
surplus,” that is, out of accumulated profits, 
except that upon preferred shares or under 
particular circumstances they may also be 
paid out of paid-in surplus or some other 
unearned surplus. 

(8) In a few jurisdictions, dividends are 
payable either from accumulated surplus, or 
in the absence of the requisite surplus, from 
net profits for some particular accounting 
period, either all or some part of the current 
year or for the current and the preceding 
fiscal years, subject to provision for the 
protection of shares having a preference 
upon liquidation. Under this rule, dividends 
may be paid out of annual earnings in spite 
of a capital deficit resulting from operations 
of prior years. 

(4) In many states a general insolvency 
limitation is combined with the surplus or 
net profits limitation. “Insolvency” in such 
statutes should be interpreted to refer to 
inability to meet debts and obligations as 
they mature rather than to an excess of lia- 
bilities over the value of the assets. A sur- 
plus does not necessarily indicate financial 
strength. A corporation may have a bona 
fide surplus of assets over liabilities at book 
values but at the same time it may be “in- 
solvent” in the sense that it cannot meet its 
current liabilities as they mature. It is fre- 
quently not clear in dividend statutes which 
of the two meanings of insolvency, (1) the 
inability to meet debts as they fall due, or 
(2) the excess of liabilities over the total 
value of the assets at balance sheet figures, 
is intended. 

A, The Surplus Limitation—The most 
prevalent statutory dividend restriction is 
the existence of a sufficient surplus, that is, 
of a net worth as shown by the books in 
excess of the legal capital. The laws of Dela- 


“ Rett, When is a Corporation Insolvent? (1932) 30 
Mich. L. Rev. 1040, 1042; Weiner, Theory of Anglo- 
American Dividend Law (1929) 29 Col. L. Rev. 461, 
466, 467, 906. Ohio Gen. Corp. Act (1931) §§38 (c), 41, 
and Cal. Civ. Code §§342, 346, make this clear. See 29 
Ill, L. Rev. 821, 822. 
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ware and of many other states permit divi- 
dends out of surplus of any and all varieties, 
whether earned or unearned, surplus being 
defined simply as the excess of net assets 
over the legal capital.““ Under some laws 
which limit the classes of shares on which 
dividends from “paid-in surplus” may be 
paid, there is a requirement as to giving 
notice to the shareholders when a dividend 
is paid from other than earned surplus. 

The surplus limitation is described in a 
variety of terms, all of which, however, 
come down to the same thing. The terms 
“profits,” and even “surplus profits,” and 
“net earnings” are usually interpreted as 
not being confined to earned surplus result- 
ing from the profits of the business, but as 
including surplus arising from almost any 
kind of realized excess of value of assets over 
the amount of legal capital.‘’ Limitations 
to “profits” and “earnings” are thus usually 
interchangeable with those based on surplus 
or on prohibitions against “impairment of 
capital” or withdrawal of capital stock. 
It is said in a New York case, ““The ordinary 
way of determining whether a corporation 
has surplus profits or not is to compute the 
value of all of its assets and deduct there- 
from all of its liabilities, and thus ascertain 
whether the balance exceeds the amount of 
its shares of capital stock.’** The phrases 


4 Del. Gen. Corp. Law (1933) §§14, 34; Idaho Code 
Ann. (1932) c. 29-129; La. Gen. Corp. Law. (1928) 
§26; N. J. Gen. Corp. Act. (1929) §30; N. Y¥. Stock Corp. 
Law (1934) §58; Wash. Laws 1933, c. 185, §24, p. 770. 

4711 Fletcher, Cyclopedia of Corporations (1932) 
§§5329, 5335; 14 C. J. (1919) 800, 802; 45 C. J. (1928) 
1386; 7 R. C. L. (1915) 284; Note (1928) 55 A. L. R. 
11, 28. 

48 As is said in Cotting v. New York & N. E. R. R. 
(1886) 65 Conn. 156, 5 Atl. 851, the term “‘net earnings” 
may be and often is the equivalent of surplus or net 
profits and is used as referring to surplus, the gains 
over the whole period of time for which the corporation 
has existed. See also Guaranty Trust Co. v. Grand 
Rapids, etc., Ry. (W. D. Mich. 1934) 7 F. Supp. 511, 
517; Splittgerber Bros. v. Skinner P. Co. (1930) 119 
Neb. 259, 266, 228 N. W. 531, 534; Park v. Grant 
Locomotive Works (1885) 40 N. J. Eq. 114, 121, 3 Atl. 
162, 167; Branch v. Kaiser (1928) 291 Pa. 543, 140 Atl. 
498. 

49 People ex rel. Astoria L.H. & P. Co. v. Cantor 
(1923) 236 N. Y. 417, 424, 141 N. E. 901, 903, 30, 
A. L. R. 1458; see Roberts v. Roberts-Wicks Co. (1906) 
184 N. Y. 257, 77 N. E. 13; Equitable Life Assur. Soc. 
v. Union Pac. R. R. (1914) 212 N. Y. 360, 106 N. E. 
92, L. R. A. 1915D, 1052; Western, etc., Co. v. Murphy 
(1916) 56 Okla. 702, 156 Pac. 885; Willcuts v. Milton 
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“impairment of capital” or payment “‘out of 
-apital” or ‘‘out of capital stock” are short- 
hand expressions to indicate that the value 
of the net assets remaining after the dividend 
is paid would not equal the amount of its 
liabilities plus the legal capital, that is, that 
the distribution would impair the margin of 
net assets measured by the legal capital. The 
phrase “‘out of surplus” means that there is 
net worth above the margin of legal capital 
to cover the distribution.®° 

B. Apparent Alternatives to Surplus; Net 
Profits or Earnings.—Under the acts of 
Arkansas, Connecticut, Florida, Indiana, 
New Jersey, Michigan, Nevada, North Caro- 
lina and some other states apparent alter- 
natives are provided that dividends may be 
declared from “surplus” or from “‘net profits” 
or “earnings.” It must be considered whether 
alternative funds are actually intended by 
these terms, particularly where they are 
used in combination with a prohibition 
against the impairment or withdrawal of 
vapital. It appears that these terms are 
simply part of a description of surplus. If the 
term “surplus” alone were used, then be- 
cause of accounting usage relating to the 
term “undivided profits” it might be held 
that a dividend could not be declared unless 
there were a surplus at the beginning of the 
year. Conversely, if the terms “out of net 
profits” or “undivided profits” alone were 
used, then there might be a question as to 
whether the dividend could be declared from 


Dairy (1927) 275 U.S. 215; People of Colorado v. Great 
Western Sugar Co. (C.C.A. 8th, 1928) 29 F. (2d) 810, 
813; 14 C. J. (1919) 802. 

50 Small v. Sullivan (1927) 245 N. Y. 343, 157 N. E. 
261. 

5t Ark, Gen. Corp. Law (1981) §25, “net earnings or 
from surplus”; Conn. Gen. Stat. (1930) §3386, “‘net prof- 
its or actual surplus”; Fla. Corp. Law (1925) §23, “‘net 
earnings or from surplus”; Ind. Corp. Gen. Law (1929) 
§12, “surplus earnings or net profits or surplus paid-in 
cash,’ Mich. Acts 1931, c. 327, §22, “‘earned surplus or 
from net earnings”; Nev. Gen. Corp. Law (1931) §26, 
“net earnings or from surplus”; N. J. Gen. Corp. Act. 
(1929) §30, “from its surplus or from net profits arising 
from the business’; N. C. Conn. Stat. (1927) c. 22, 
§1179, “from surplus or net profits arising from its busi- 
ness”; Ore. Code Ann. (1930) c. 25, §219, “net profits 
or surplus”; R. I. Gen. Law. (1932) c. 248, §41, “surplus 
or net profits’; Tenn. Code (1932) §3737, “net earnings 
or from the surplus’; Va. Code (1930) §3840, as 
amended by Va. Acts 1932, p. 132; “‘net earnings or out 
of its net assets in excess of its capital.” 
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a surplus existing at the beginning of the 
year or whether it would be limited to ae- 
crued earnings for the current fiscal year. 

“Surplus,” as commonly employed in ac- 
counting, describes such part of the excess of 

value of the corporate assets over the sum of 

its liabilities, including legal capital, as is 
carried by the corporation on the books in 
a separate surplus account, while the term 
“undivided profits” designates such part of 
the excess as consists of profits which have 
neither been distributed as dividends nor 
carried to surplus account.” The term “un- 
divided profits” or “‘net earnings” in con- 
nection with the declaration of dividends 
thus may mean current earnings during an 
existing fiscal period as opposed to the sur- 
plus of undistributed earnings or profits at 
the beginning of the year. Many corpora- 
tions keep two accounts, one “undivided 
profits,” which reflects the results of current 
operations, and another “surplus,” to which 
the undivided profits are transferred at the 
end of a fiscal period and which represents 
the accumulation of gains and profits for 
previous years.*% 

In most, if not all, of the statutes in which 
the terms “net profits” or “earnings” are 
employed without specifying some particu- 
lar period for their determination, it thus 
appears that no alternatives to surplus are 
intended. Any surplus value over capital is 
“profits.””*4 There is properly no necessity 
for using both these terms, either of which 
may be construed as including all excess of 
net assets over the amount of legal capital, 
whether carried in a surplus account or 
otherwise. What is primarily intended is a 

82 Edwards v. Douglas (1925) 269 U. S. 204, 214; 
Willeuts v. Milton Dairy Co. (1927) 275 U. S. 215; 
Hatfield, Accounting (1931) 297. 

8 Accounting Terminology, p. 117, published by the 
American Institute of Accountants in 1931 and 1934 
has the following to say about the “surplus” account: 
“In some corporations ‘profit and loss,’ ‘undivided 
profits,’ or ‘loss and gain’ is used in place of ‘surplus, 
and in other cases two accounts are kept, one, designe 
as ‘profit and loss’ or “loss and gain’ to reflect the re- 
sults of current operations, while the other, called 
‘surplus’ is the account to which the former is trans- 


ferred at the end of a fiscal period.” 

54 Lubbock v. British Bank of S. A. [1892] 2 Ch. 198, 
202. 

86 Hyams v. Old Dominion Copper Min. Co. (1913) 
82 N, J. Eq. 507, 514, 89 Atl. 37, 40; Mason, Profits and 
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prohibition against “impairment of capital,” 
that is, a reduction of the value of the net 
assets below the amount of the legal capital. 

In Goodnow v. American Writing Paper 
(o.,°° however, the New Jersey court con- 
strued the language of section 30 of the 
New Jersey Corporation Law as permitting 
a limited alternative. It was said that the 
section distinguishes between surplus and 
net profits in that surplus is computed by 
the excess of the value of the net assets over 
legal capital, while profits are computed 
according to the excess of value of net assets 
over the value of the consideration for 
shares actually paid in and not over the 
legal capital as measured by the par value 
of the shares. The case does not hold, as 
some writers suppose, that if par value 
shares are issued at a discount, “‘surplus”’ is 
the excess of net assets over the amount 
originally paid rather than over the par 
value of the issued shares.*” It was held that 
the prohibition of section 30 against paying 
any part of the “capital stock” over to the 
stockholders was intended to mean the 
“capital actually invested.” This interpreta- 
tion, however, recognizing paid-in capital 
as the base in measuring “capital stock” and 
“net profits” and aggregate par value of the 
shares as legal capital in measuring surplus, 
seems a very doubtful one which should 
probably not be followed in other jurisdic- 
tions.58 

C. Paid-in Surplus as a Basis for Divi- 
dends—An important legislative problem is 
how far to limit the availability of paid-in 
surplus as a basis for dividends. The crea- 
tion of a large initial paid-in surplus has 
become a prevalent practice with the advent 
of non-par shares and this device offers op- 
portunities of abuse and evasion of capital 


Surplus Available for Dividends (1932) 7 AccouNTING 
Rev. 61. But see Sparger, Profits, Surplus and the Pay- 
ment of Dividends (1929) 8 N. C. L. Rev. 14, 16, 21. 
(1908) 73 N. J. Kq. 692, 69 Atl. 1014. 
* Ballantine, Private Corporations 
Hatfield, Accounting (1931) 297. 

' *§ See, however, 14 C. J. (1919) 802; Guaranty Trust 
Co. of N. Y. v. Grand Rapids, etc., Ry. (W. D. Mich. 
1934) 7 F. Supp. 511, 517; Peters v. United States 
Mortgage Co. (1921) 13 Del. Ch. 11, 114 Atl. 598. This 
case was decided before the Delaware amendment of 
1927 defining capital and surplus. 


(1927) 509; 
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limitations, especially where there are sev- 
eral classes of shares.°® Under such a lax 
provision as that of the acts of Delaware,*° 
New York and some other states much of the 
consideration contributed by one class of 
shares (although such shares may be pre- 
ferred as to dividends and liquidation) may 
be distributed to the holders of junior 
classes of shares in the form of dividends or 
purchase price of shares.*' The more care- 
fully drawn modern acts have, accordingly, 
distinguished between earned surplus and 
paid-in surplus, and earned surplus is made 
the basis or source of dividends upon com- 
mon shares. Earned surplus represents the 
undistributed earnings either from the date 
of organization or from some date of reor- 
ganization or recapitalization. Thus the 
creation of paid-in surplus is not only curbed 
as to preferred shares, but the use of paid-in 
surplus for dividends and for share purchases 
is restricted even when such a surplus is 
established. 

Such restrictions on the use of paid-in 
surplus in effect treat it as a reserve or mar- 
gin of value for the protection of preferred 
shareholders and those having claims against 
the corporation, although it is not formally 
capitalized. Shareholders and share pur- 
chasers ordinarily assume that dividends 
represent profits of the business and not a 
partial return of the funds invested. Allow- 
ance of dividends from unearned surplus 
creates a serious danger of deception and 
misrepresentation,* and for that reason 
many acts require that notice of the source 
be given. 


59 See Berle and Means, The Modern Corporation and 
Private Property (1932) 146, 162-172, 173; Berle, Cor- 
porate Devices for Diluting Stock Participations (1931) 
31 Col. L. Rev. 1239, 1248; Note (1931) 31 Col. L. Rev. 
844. 

60 Del. Gen. Corp. Law (1933) §§19, 34; N. Y. Stock 
Corp. Law (1934) §58. 

61 See Berle and Means, The Modern Corporation and 
Private Property (1932) 168-170, 174. 

® Cal. Civ. Code §299; Ill. Bus. Corp. Act (1933) §19; 
Minn. Bus. Corp. Act (1933) §20; Pa. Bus. Corp. Law 
(1933) §614. 

6 Hatfield, Accounting (1931) 306; see Hatfield, 
Operating Deficit and Paid-in Surplus (1934) 9 Account- 
ING Rev. 237. 

4 See Hatfield, Accounting (1931) 290, 291. 

5 65 Cal. Civ. Code §300b; Mich. Gen. Corp. Act (1931) 
22. 
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The Illinois Business Corporation Act 
1933 (section 41) provides that dividends 
may be paid out of paid-in surplus only 
upon shares having a preferential right to 
receive dividends and that the source of 
such dividends must be disclosed to the 
shareholders concurrently with payment.” 
The 1933 Minnesota Business Corporation 
Act (section 21) provides for notice of the 
source but permits the payment of dividends 
out of paid-in surplus to shares of any class, 
provided that if there are outstanding shares 
entitled to preferential dividends, then divi- 
dends may be declared out of paid-in sur- 
plus only on such shares. If the corporation 
has outstanding shares entitled to prefer- 
ential dividends or to a preference upon 
liquidation, then only such shares may be 
purchased or redeemed out of paid-in sur- 
plus. 

The Illinois Business Corporation Act 
(section 60) permits the distribution of 
“liquidating dividends” out of paid-in sur- 
plus and also out of “reduction surplus,” 
arising from reduction of legal capital, by a 
vote of two-thirds of the outstanding shares 
of each class, subject to the prior payment 
of all preferential dividends and the reten- 
tion of net assets for the protection of the 
liquidation preferences of preferred shares.*’ 
It would seem that no corporation should 
be permitted to pay dividends to the holders 
of its common shares out of surplus created 
by reduction of the legal capital, unless and 
until all preferred shares have been retired 
in full. The California General Corporation 
Law®* imposes the most careful restrictions 
upon the distribution of reduction surplus. 
The Illinois and Minnesota laws assimilate 
surplus arising out of reduction of the stated 
capital to paid-in surplus.®® 

D. Unrealized Appreciation and Revalua- 


% See also Cal. Civ. Code §346; Mich. Gen. Corp. Law 
(1931) §22; Pa. Corp. Law (1933) §704. 

87 See Also Mich. Gen. Corp. Law (1931) §23. 

8 Cal. Civ. Code §348b. The purchase or redemption 
of the preferred shares from the reduction surplus should 
be made according to the order of the priorities of the 
different classes of preferred shares, since the distribu- 
tion of such a surplus is in the nature of a partial 
liquidation. 

89 Jil. Bus. Corp. Act (1933) §60; Minn. Bus. Corp. 
Act (1938) §20-IV. 
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tion of Assets —The Uniform Business Cor- 
poration Act and the laws of California, 
Illinois, Indiana, Louisiana, Minnesota, 
Ohio and Pennsylvania prohibit the declara- 
tion of cash dividends from a value or sur- 
plus arising from unrealized appreciation 
in value, unrealized profits, or the writing 
up or revaluing of fixed assets.”” These pro- 
visions are intended to prevent the payment 
of cash dividends out of profits not yet real- 
ized or out of surplus resulting from padding 
the accounts by estimates and conjectures 
based on an unrealized increase in the value 
of assets. The creation of a surplus by mere 
writing up of the value of patents, good will, 
or fixed assets may too easily be employed 
as a purely fictitious basis for dividends.” It 
is a difficult question in accounting and in 
law as to how assets are to be valued and as 
to when profits are to be regarded as having 
been realized, and in general the courts are 
satisfied by recognized accounting prac- 
tices.” 

The statutes of Alabama, Idaho, Louisi- 
ana, Michigan, Ohio and Wisconsin, how- 
ever, permit share dividends on the basis of 
surplus arising from unrealized appreciation, 
since such dividends involve no withdrawal 
of assets by the shareholders and creditors 


7 Uni. Bus. Corp. Act (1928) §24 (IV); Cal. Civ. 
Code §346; Idaho Bus. Corp. Act (1932) §20; Ill. Bus. 
Corp. Act (1933) §49 (c); Ind. Gen. Corp. Act (1929) 
§12; La. Gen. Corp. Act (1928) §26; Mich. Gen. Corp. 
Law (1931) §§21, 22; Minn. Bus. Corp. Act (1933) 
§21; Ohio Gen. Corp. Act (1931) §38; Pa. Bus. Corp. 
Law (1933) §§701, 702; Wash. Stats. 1933, c. 185, 
§24. But cf. Wis. Stat. (1931) §182.19. 

7 Coleman v. Booth (1916) 268 Mo. 64, 186 S. W. 
1021; Whittaker v. Amwell Nat. Bank (1894) 52 N. J. 
Eq. 400, 29 Atl. 203; Northern Bank & Trust Co. v. 
Day (1915) 83 Wash. 296, 145 Pac. 182; Berle and 
Fisher, Elements of the Law of Business Accounting 
(1932) 32 Col. L. Rev. 573, 588, 599. 

72 See Southern Cali‘ornia Home Builders v. Young 
(1920) 45 Cal. App. 679, 188 Pac. 586; Kingston v. 
Home Life Ins. Co. of Am. (1917) 11 Del. Ch. 258, 
273, 101 Atl. 898, 904; Hill v. International Products 
Co. (1925) 129 Misc. Rep. 25, 49, 220 N. Y. Supp. 711, 
735; In re Oxford Bldg. & Investment Soc. (1886) 35 
Ch. D. 502; Hatfield, Accounting (1931) 25, 77, 79, 99, 
113, 282-286; Berle and Fisher, Elements of the Law of 
Business Accounting (1932) 32 Col. L. Rev. 573, 592, 
611; Briggs, Asset Valuation in Dividend Decisions 
(1934) 9 Accountine Rev. 220, 235; Hills, Dividends 
from Unrealized Capital Appreciation (1928) 6 N. Y. 
L. Rev. 155, 196; Magill, When Is Income Realized? 
(1933) 46 Harv. L. Rev. 933; Weiner and Bonbright, 
Theory of Anglo-American Dividend Law (1930) 30 
Col. L. Rev. 341, 968; Note (1928) 55 A. L. R. 32, 34. 
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are not injured. But the declaration of divi- 
dends in shares upon the basis of such un- 
sound values may be very misleading as will 
be pointed out later. 

E. Current Annual Net Profits as an Al- 
ternative to Surplus.—Under the English law 
and also under the laws of Delaware, Cali- 
fornia and Minnesota, an alternative is 
allowed of paying dividends where there is 
no surplus and notwithstanding a capital 
deficit, on the basis of net profits of some 
next preceding accounting period, as for the 
current year or for the preceding fiscal year. 
The wisdom of this relaxation of the surplus 
requirement is much debated and a majority 
of American corporation laws do not permit 
it. The Delaware law” since 1929 has per- 
mitted dividends “out of its net profits for 
the fiscal year then current and/or the 
preceding fiscal year,” notwithstanding there 
isno surplus. This is properly qualified, how- 
ever, by a safeguard that the corporation 
must have a margin of net assets sufficient 
to cover the amount of capital represented 
by shares having a preference on liquidation. 
The Delaware provision as to the “fiscal 
year then current” must mean the fiscal 
year then in progress. The profits for a fiscal 
year cannot be computed until its expira- 
tion, but it may be possible to determine 
the amount of profits which has been made 
from the beginning of a fiscal year up to a 
certain date, and the Delaware provision 
evidently authorizes the distribution of 
profits as they are earned without waiting 
for the end of the year. 

The Minnesota Business Corporation 
Law™ authorizes dividends “out of its net 
earnings for its current year or the preceding 
year” even in the absence of surplus. This 
seems to permit the distribution of profits 
at any time in the course of the current year. 
The corresponding California provision, on 
the other hand, reads: “Despite the fact 
that the net assets of the corporation amount 
to less than the stated capital, out of net 
profits earned during the preceding account- 
ing period, which shall not be less than six 


% Del. Rev. Code (1915) c. 65, §31; Del. Gen. Corp. 
Law (1933) §34. 
% (1983) §21. 
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months nor more than one year in dura- 
tion.”’> This is safer because it requires that, 
if there be no surplus, a reasonable account- 
ing period shall have elapsed, before a divi- 
dend may be declared and does not permit 
juggling of profits and losses by the selection 
of too short an accounting period.” 

If the net profits of the next preceding ac- 
counting period are not seasonably used as 
a source of dividends under the permission 
of these statutes, then the balance of profit 
and loss would be thrown into surplus. If 
the corporation has a deficit, the profits of 
that period would go to reduce or make good 
that deficit and the change to pay dividends 
out of the current or annual profits, in spite 
of capital deficit, would be lost.”7 

It might at first sight be supposed that the 
laws of a number of states, such as Arkansas, 
Florida, Nevada, North Carolina, Indiana 
and Tennessee, give an alternative author- 
ization of dividends either (a) from surplus 
or (b) from net profits or earnings, but as 
shown above, no alternative is given by 
these laws.”8 The reference to net profits or 
earnings which they make is not to annual 
profits or to profits computed with respect 
to some fixed accounting period, but is 
simply a part of the description of total 
accumulated surplus, the excess of assets 
over the legal capital from the beginning. 
The terms “surplus” and “profits” are used 
as synonyms. There are no “net profits” in 
this sense when the capital is impaired. This 
is especially clear when there is a prohibition 
of impairment of capital or “capital stock,” 
thus prohibiting the distribution of annual 
profits in case of a capital deficit. In such 
cases, current profits must be used to repair 
the existing deficit before any earnings can 
be distributed, or else the legal capital must 
be reduced to wipe out the deficit. 

Objections of financial policy have been 


75 Cal. Civ. Code §346 (2). 

7% Ballantine, California Corporation Laws (1932) 
343, 344; Ballantine, Questions of Policy in Drafting a 
Modern Corporation Law (1931) 19 Calif. L. Rev. 465, 
478; Note (1933) 8 Wis. L. Rev. 338, 341. 

77 Ballantine, California Corporation Laws (1932) 
345. 

78 See supra notes 53 and 54; cf. Sparger, Profits, 
Pg and the Payment of Dividends (1929) 8 N. C. L 

. 14, 16, 21. 
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raised by some authorities to the relaxation 
of the surplus requirement by the permission 
to pay dividends from current annual profits 
of prosperous years when the total results 
of operations of previous years at the time 
of making the dividend show a deficit.”° Pro- 
vision is commonly made for a reserve of 
capital to protect the liquidation priorities of 
preferred shares from what may amount to 
partial liquidation. The purpose of a divi- 
dend restriction is not to furnish a guide as 
to the advisability of a dividend distribution, 
but to establish some minimum test of 
whether the financial condition of a corpora- 
tion forbids a dividend, having in view the 
safety of creditors and the interests of the 
different classes of shareholders as to the 
integrity of their investment. The surplus 
limitation by itself is often an unreasonably 
wooden one and it would be needlessly cruel 
to forbid dividends to shareholders when 
the distribution would be an exercise of 
sound business discretion. Professor Hatfield, 
an eminent accounting authority who has 
devoted much attention to dividend ques- 
tions, admits that circumstances may justify 
the payment of a dividend despite the im- 
pairment of capital®® even when the corpora- 
tion is not a wasting asset or liquidating 
concern. Suppose a corporation owns ten 
houses or ten motor busses, each worth 
$10,000 and each earning $1,000 per year. 
If one is destroyed without insurance, the 
currents would still be $9,000 per year. If 
there is a capital deficit of $10,000, more than 
a year of profitable operation will be needed 
to obtain a surplus. Must the income of the 
shareholders be entirely cut off and all the 
earnings be applied to wipe out the deficit 
unless the legal capital be reduced? May 
not the restoration of the deficit be spread 
over several years, continuing dividends in 
the meantime at a reduced rate or upon the 
preferred shares only? 

It is a great hardship on the holders of 
preferred shares if the management of a 


79 Berle and Means, Modern Corporations and Pri- 
vate Property (1932) 147; Hatfield, Accounting (1931) 
270; Samuel, Shareholders’ Money (1933) 145-149; 
Berle, Investors and the Revised Delaware Corporation 
Act (1929) 29 Col. L. Rev. 563, 575. 

80 Hatfield, Accounting (1931) 270, 271. 
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corporation with a small deficit of the capital 
represented by the common shares is re. 
quired to pass all dividends upon the pre- 
ferred shares and retain all earnings until 
the legal capital is made good. Although 
dividends could easily be kept up from an- 
nual profits, the holders of the common 
shares may refuse to authorize a reduction 
of the legal capital to wipe out the deficit, 
From the shareholders’ point of view it may 
be far more advantageous for the manage- 
ment to distribute to them the corporate 
income when they need it although the 
capital has become somewhat impaired 
rather than to devote all earnings to remove 
the capital deficit. To the suggestion of re- 
ducing legal capital it may be replied that, 
as a practical matter, “The red tape and legal 
expense of doing this, perhaps, too, the 
bad effect on the company’s credit of giving 
public notice that there has been an en- 
croachment on capital, make [shareholders 
and] directors loath to do so.’’™ 


IV. LIQUIDATING OR WASTING ASSET 
CORPORATIONS 


A somewhat questionable provision is in- 
cluded in a number of the recent corporation 
acts expressly permitting corporations which 
consume part of their investment in its use 
to distribute the net proceeds derived from 
the exploitation of their “‘wasting assets,” 
like mines and oil wells, without allowance, 
or deduction for depletion, subject to pro- 
vision for the liquidation rights of preferred 
shareholders.” This permission is usually 


81 Thid. at 271. 

® Uni. Bus. Corp. Act (1928) §24 (IV); Cal. Civ. 
Code §346; Del. Gen. Corp. Law (1933) §34; Ind. Gen. 
Corp. Act (1929) §12; La. Gen. Corp. Law (1928) §26; 
Mich. Bus. Corp. Act (1931) §22; Minn. Bus. Corp. Ae 
(1933) §2; Ohio Gen. Corp. Act (1931) §38; Pa. Bus. 
Corp. Law (1933) §701c. The Dominion Companies 
Act, 1934, of Canada, provides that “no dividend shall 
be declared ... which will impair the capital of the 
company” but that “nothing in this Act shall prevent 
a company, at least seventy-five per cent in value of the 
assets of which are of a wasting character, or any min- 
ing company as hereinafter defined, from declaring or 
paying dividends out of its funds derived from opera- 
tions of the company notwithstanding that the paid-up 
capital of the company may be thereby reduced or im- 
paired, if such payment does not reduce the value of its 
remaining assets so that they will be insufficient to meet 
all the liabilities of the company then existing exclusive 
of its paid-up capital.” 24 & 25 Geo. V, c. 33, §83. 
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accompanied by a requirement of notice 
that such dividends are being paid without 
allowance for depletion. Corporations ex- 
ploiting such assets may pay liquidating 
dividends out of the proceeds of the exploita- 
tion even if there be no surplus and even if 
the net proceeds of the year are less than 
that portion of the purchase price repre- 
sented by the assets consumed. A sufficient 
margin of net assets must, however, be re- 
tained to protect creditors and also the 
liquidation preferences of any preferred 
shares. 

In the absence of a provision covering 
wasting assets, the Delaware General Cor- 
poration Law, section 34, was construed in 
1927 as not to permit a mining corporation 
to pay dividends when there was a capital 
deficit. This section was accordingly amended 
in March, 1927, to authorize directors in 
determining annual “net profits” for divi- 
dend purposes to omit any deduction for 
depletion resulting from the necessary con- 
sumption of wasting assets incidental to 
their exploitation by a corporation engaged 
in the exploitation of wasting assets.* Such 
net proceeds, however, without any deduc- 
tion for depletion are not properly designated 
as “net profits.”* One cannot properly 
speak of profits unless cost, depreciation, 
and all other charges have been allowed. 
Even a wasting asset corporation in com- 
puting its actual net profits for tax purposes 
must make deduction like other corporations 
for depreciation and depletion.® 

The basic principle or policy of the wasting 
assets doctrine, which permits dividends re- 
gardless of the existence of surplus or even 
annual net profits, has never been clearly 
formulated because of its origin in the fal- 
lacious concept of “‘capital’’ by the English 
courts as a res rather than as an amount or 


% Federal Mining & Smelting Co. v. Wittenberg 
(1927) 15 Del. Ch. 409, 138 Atl. $47; see s. c. (1927) 
— Ch. 351, 188 Atl. 352; Note (1928) 55 A. L. R. 

% Hatfield, Accounting (1931) 264, 279. 

8 Andrew Oil & Gas Co. v. Alexander (C. C. A. 
10th, 1934) 70 F. (2d) 160; Vinton, etc., Co. v. Com- 
missioner (C. C. A. 5th, 1934) 71 F. (2d) 420; Petroleum 
Rights Corp. v. Midland Royalty Corp. (Del. Ch. 
1933) 167 Atl. 835; see Doyle v. Mitchell Bros. Co. 
(1918) 247 U. S. 179, 187, 188. 
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quantum. The doctrine seems to have taken 
its rise in the leading English case of Lee v. 
Neuchatel Asphalte Co. The Lee case may 
be supported on the ground that under the 
English Companies Act the articles of as- 
sociation may validly provide that the direc- 
tors “shall not be bound to form a fund, or 
otherwise reserve moneys, for the renewal 
or replacing of any lease, or of the company’s 
interest in any property or concession.”’®? 
One of the objects of the company in that 
case was to acquire a concession for the ex- 
traction of asphalt and bituminous rock. 
All that the case necessarily involved was a 
decision that the shareholders could agree 
in the articles of association to work and 
liquidate this specific property without mak- 
ing any provision for depletion and the 
statute would not forbid this. Any excess of 
receipts over the cost of working this prop- 
erty could be divided “although in some 
sense the capital is thereby diminished.” 

The doctrine of the Lee case has, however, 
been understood to be based upon a dis- 
tinction between payment of dividends “out 
of capital” and a mere failure “to replace 
capital” which has been exhausted or lost. 
Payments made from current income or 
profits without replacement of capital which 
has been exhausted or lost are said not to 
be made “out of capital.” As already pointed 
out, this is a fallacious concept of capital as 
being a res or object in which the capital 
contributions were invested rather than as 
being a quantum or amount measured by 
the amount of the investment. In England 
this has been extended to the broader rule 
that losses of “fixed capital” as distinguished 
from “circulating capital” need not be de- 
ducted in order to ascertain the annual 
profits of any corporation. 

By a few decisions a judicial exception 
has been read into some of the dividend 
statutes, the terms of which do not seem to 
permit any special treatment as to wasting 
asset corporations. The California court in 


86 (1889) 41 Ch. D. 1; see also Excelsior Min. Co. v. 
Pierce (1891) 90 Cal. 131, 27 Pac. 44; Weiner, Theory of 
Anglo-American Dividend Law (1929) 29 Col. L. Rev. 
461, 477, 482, (1930) 30 ibid. 355; Note (1928) 55 
A. L. R. 8, 41. 

87 See Hatfield, Accounting (1931) 264. 
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an early decision® held that the then Cali- 
fornia statute (Civil Code section 309), 
which forbade withdrawal of capital or 
“capital stock” and confined dividends to 
“surplus profits arising from the business,” 
did not forbid a mining corporation from 
distributing net proceeds of its mining opera- 
tions without provision for depletion, al- 
though the necessary result was that some- 
thing was subtracted from the value of its 
mine and from the net worth of its invest- 
ment. But the court admitted that a mining 
corporation could not sell its mine or any 
part thereof and distribute the proceeds. 
There is, however, no substantial difference 
between the sale of a mine or an oil well 
accompanied by a distribution of the entire 
proceeds to the shareholders and the gradual 
extraction and sale of the ore or the oil and 
the distribution of the proceeds without 
deduction for the cost of the mineral ex- 
tracted.®® 

Mr. Morawetz, the first writer to recog- 
nize the wasting assets doctrine, stated its 
basis as an exception in favor of a corpora- 
tion whose sole purpose is to invest its cap- 
ital in a specific piece of property, like a mine 
and afterward to consume the property and 
distribute the proceeds. He explains, “It is 
implied from the character of the speculation 
of a mining company, that the income de- 
rived from the working of the mine shall 
be distributed among the shareholders as 
dividends, after deducting the expenses, and 
making reasonable provision for contingen- 
cies.’’®° such as present and future liabilities. 

If a corporation is specifically organized to 
exploit and distribute the proceeds of a par- 
ticular mine or other property, the corpora- 
tion may be described as a “liquidating cor- 
poration” which may properly by statute be 
excused from making any reserve for de- 


88 Excelsior Min. Co. v. Pierce (1891) 90 Cal. 131, 27 
Pac. 44; see also De Brabant v. Commercial Trust Co. 
of N. J. (1933) 118 N. J. Eq. 215, 223, 166 Atl. 533, 
537; People v. Roberts (1898) 156 N. Y. 585, 51 N. E. 
293. 

89 See Doyle v. Mitchell Bros. Co. (1918) 247 U.S. 
179, 187, 188; Federal Min. & Smelting Co. v. Witten- 
berg (1927) 15 Del. Ch. 409, 138 Atl. 347; Van Fleet v. 
Evangeline Oil Co. (1911) 129 La. 406, 56 So. 343. 

» % Morawetz, Private \Corporations (1886) §442, p. 
416. 


pletion or replacement.” But if the purpose 
of a corporation which is engaged in the 
oil or mining or similar business is a con- 
tinuing one and not the exhaustion and 
liquidation of a particular property, then 
there is no reason for treating such corpora- 
tion differently as to keeping its capital in- 
tact from any other continuing concern, such 
as a manufacturing corporation. In the case 
of a gold mine the shareholders do not 
ordinarily intend or expect that the par- 
ticular mine shall be replaced out of its pro- 
ceeds. Its life is limited, and everyone real- 
izes or ought to realize that “dividends” 
include a gradual return of the invested 
capital to the shareholder. Replacement may 
be undesirable or impossible. Such corpora- 
tions should be designated then as “liqui- 
dating” rather than as “wasting asset”’ cor- 
porations. The Ohio General Corporation 
Act (section 38) and some other acts” re- 
quire a corporation which proposes to pay 
dividends without deduction for depletion 
to provide for such liquidation by express 
statement in the articles of incorporation. 

The exception excusing deduction for de- 
pletion should be limited to those corpora- 
tions then which are formed for the express 
purpose of liquidating a particular property 
or estate and should not be applied to any 
corporations formed to carry on a contin- 
uing business which acquire wasting property 
in the course of their business. Thus, a 
manufacturing corporation which, for the 
purpose of obtaining power, buys an oil or 
gas well or coal mine should not be allowed 
to disregard the depletion of such property 
in determining whether it has income ap- 
plicable to the payment of dividends. If a 
manufacturing corporation should pay $100,- 
000 down for a ten-year lease of a factory 
or office building, it should be required, in 
determining whether it has income appli- 
cable to the payment of dividends, to amor- 

% See Hatfield, Accounting (1931) 265-268. 

% Ind. Gen. Corp. Act (1929) §12; La. Gen. Corp. Law 
(1928) 

% Morawetz, Private Corporations (1886) §442; 
Weiner, Theory of Anglo-American Dividend Law (1929) 
29 Col. L. Rev. 46; Weiner, The Amount Available for 
Dividends (1929) 29 Col. L. Rev. 906; Weiner and Bon- 


bright, Theory of Anglo-American Dividend Law (1930) 
Col. L. Rev. 330, 954. 
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tize the cost of the lemse. It is plain that if 
the corporation acquired ‘the leasehold sub- 
ject to an obligation to pay $10,000 rental 
each year sound accounting and business 
practice would require it to deduct the rental 
in determining whether it had profits ap- 
plicable to the declaration of dividends. Why 
should not the same rule be applied if the 
corporation paid a lump sum at the begin- 
ning in lieu of an annual rental? Even min- 
ing or oil companies often contemplate a 
continuing enterprise with replacement of 
the mines or wells exhausted and the rein- 
vestment of funds set aside to keep the 
original investment intact. 

In California“ the wasting assets doctrine 
has been extended to corporations organized 
to liquidate or dispose of specific assets, such 
as corporations organized to subdivide and 
sell off a particular tract of land or to liqui- 
date the assets of a decedent’s or bankrupt’s 
estate. Such an exception had already been 
recognized by judicial decision under the 
former dividend section.% 


V. ENGLISH DIVIDEND LAW 


The English cases have discussed in a 
very confusing way the question of pay- 
ment of dividends from annual profits in 
spite of capital deficit and their accounting 
peculiarities need to be pointed out. It 
should be observed that English cases are 
not applicable to American dividend law 
based on statutes with mandatory restric- 
tions and adopting different definitions and 
conceptions of capital requirements.% The 
English Companies Act®’ provides by Table 
A that “‘no dividend shall be paid other- 
wise than out of profits,” but this provision 
is optional and subject to variation by the 
articles of association.** The mandatory sec- 
tions of the English Act contain no reference 
to dividends.*® The English Act is construed 


* Cal. Civ. Code §346. 

% Baldwin v. Miller & Lux (1907) 152 Cal. 454 92 
Pac. 1030. 

® Weiner, Theory of Anglo-American Dividend Law 
(1928) 28 Col. L. Rev. 1046, 1060. 

7 19 & 20 Geo. V (1929) c. 23, Table A, art. 91. 
v. Neuchatel Asphalte Co. (1889) 41 Ch. D. 1, 

» 20, 21. 

°° Gore-Browne, Handbook on Formation, Manage- 
ment and Winding up of Joint Stock Companies (38th 


not to require that a capital deficit be made 
up before dividends may be paid from 
annual profits. Aside from the optional limi- 
tation to “profits” in Table A as to the 
articles of association, the English restric- 
tion on dividends seems to be based upon an 
implied limitation of power, that “capital” 
can only be used for the purposes of the 
business, and that it is a violation of the 
provisions as to reduction of capital to return 
capital to the shareholders either as a divi- 
dend or in the purchase of its own shares.1°° 
But it is said in the Lee case that the com- 
pany may divide yearly “profits,” so long 
as it pays its creditors, “although every 
shilling of the capital may be lost.” 

The questions arise how “profits” are to be 
arrived at and whether there can be any 
“profits” unless the capital investment be 
kept intact, and whether if an impairment 
of capital occurs in one year, and in the 
next year the company earns money and de- 
clares dividends, this is merely a failure to 
remove an impairment of capital that al- 
ready exists or actually a payment “out of 
capital.” A company may sustain losses of 
any amount for a period of years, carried for- 
ward year after year to the debit of the 
profit and loss account. But if the company 
makes in any one year a profit of say 
$100,000, it is permissible to distribute this 
amount in dividends, if it is not rendered 
insolvent, without any provision for recoup- 
ing past losses. These “profits” may be com- 
puted from the trading operations for the 
year, although the concern sustained a loss 
of $100,000 or more of fixed assets in the 
same year.!°? The English cases differ from 
the American view that earnings auto- 
matically reduce a capital deficit and that 
the declaration of dividends when there is a 
deficit impairs the capital.!% 


ed. 1933) 474, 475; Palmer, Company Law (15th ed. 
1933) 220, 222, 620; 5 Halsbury, Laws of England (2d 
ed. 1932) §§647, 648; Weiner, Theory of Anglo-American 
Dividend Law (1928) 28 Col. L. Rev. 1046, 1048. 

100 Trevor v. Whitworth (1887) 12 App. Cas. 409; 
Lee v. Neuchatel Asphalte Co. (1889) 41 Ch. D. 1, 22. 

10 Tbid. at 23. 

102 Samuel Shareholders’ Money (1933) 146, 147. 

108 Branch v. Kaiser (1928) 291 Pa. 543, 140 Atl. 
498; Schlatter, Payment of Dividends Before Restoring 
Impaired Capital (1923) 35 J. of Accountancy 172. 
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What do the English courts mean by 
“Capital”? What is meant by profits? The 
judicial legislation of the English courts by 
which dividends are permitted to be paid 
out of the credit balance in each year’s profit 
and loss account,!™ in spite of prior losses 
impairing net assets below the legal capital, 
would seem to be based on a fallacious con- 
cept of capital as a res rather than as a 
quantum or measure. What is this “capital” 
which may not be withdrawn or returned to 
the shareholders? Lord Lindley, in a leading 
case, puts the English concept as follows: 


Moreover, when it is said, and said truly, that 
dividends are not to be paid out of capital, the 
word “capital’’? means the money subscribed 
pursuant to the memorandum of association, or 
what is represented by that money. Accretions 
to that capital may be realized and turned into 
money, which may be divided amongst the share- 
holders.!% 


With all deference, the English courts 
seem hopelessly “‘thing-minded” in their 
ideas about “capital.” Capital is not any 
particular res or “money subscribed” but 
consists of an amount of net assets equal to 
the amount of the legal capital. If legal 
capital is covered the surplus value remain- 
ing on hand is “profit.”°* If the balance 
sheet shows a capital deficit, any assets ac- 
quired are at once “capital” and any dis- 
tribution of assets in the absence of a surplus 
is made out of capital. All dividends are 
paid out of capital unless the net assets re- 
maining are equal to or in excess of the 
legal capital. Under certain circumstances 
the surplus requirement may need to be 
relaxed and it may be expedient by statute 
to permit dividends to be paid out of annual 
profits in spite of a capital deficit.‘ To 
speak of dividing “accretions to capital”’ is 
a very poor way of saying that an increase 
in the value of any of the assets, if duly 
established by sale, may be counted toward 
the computation of surplus and of profits 

104 Evling v. Israel & Oppenheimer, Ltd. [1918] 


1 Ch. 101, 109. 

105 Verner v. General, etc., Trust [1894] 2 Ch. 239, 
265. 

106 Lubbock v. British Bank of S. A. [1892] 2 Ch. 198, 
202; Isaacs, Principal—Quantum or Res? (1933) 46 
Harv. L. Rev. 776. 

107 See Cal. Civ. Code §346. 
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upon the entire transactions of a year.1% 

The English courts have thus in reality 
legislated to permit dividends to be paid 
“out of capital” if the company has oper- 
ated on a profitable basis for the preceding 
year although they have invented certain 
verbal sophistries or fictions to rationalize 
their judicial legislation. It is held that loss 
or depletion of fixed assets (“fixed capital”) 
does not affect either the surplus or the 
annual profits available for dividends, al- 
though loss or depletion of working capital 
(“circulating” or “floating capital’’) must be 
deducted at least such loss as is sustained 
during the particular year or period in ques- 
tion. The deficit or operating losses of pre- 
vious years even of working capital appar- 
ently need not be deducted.! 

The English law does not prohibit a lim- 
ited company, even a banking company, 
from paying dividends from annual “profits” 
although it has a capital deficit and makes 
no deduction for depreciation or depletion 
of fixed assets. Dividends may be paid out 
of annual profits even though the net assets 
are of less value than the amount of legal 
or invested capital. One reason given is that 
much capital may be lost and yet the com- 
pany may be a very thriving concern.!"® 

Australia follows the English rule as to 
payment of dividends from annual profit 
despite capital deficit. In Phillips v. Mel- 
bourne & Castlemaine Soap, etc., Co. Ltd.,™ 
the court says: “So long as a company pays 
its creditors there is no reason why, in an 
apparently flourishing concern, it should not 
go on and divide profits though every shilling 
of the capital may be lost.” 

108 Equitable Life Assur. Soc. of U. S. v. Union Pac. 
R. R. (1914) 212 N. Y. 360, 106 N. E. 92, L. R. A. 1915 
D 1052; Foster v. New Trinidad Lake Asphalt Co., 
Ltd. [1901] 1 Ch. 208; Note (1928) 55 A. L. R. 8, 30. 

109 See Lee v. Neuchatel Asphalte Co. (1889) 41 Ch. 
D. 1; Verner v. General, etc., Trust [1894] 2 Ch. 239. 
266; In re National Bank of Wales, Ltd. [1899] 2 Ch. 
629, 669; Ammonia Soda Co., Ltd. v. Chamberlain 
[1918] 1 Ch. 266, 299, 9 B. R. C. 819, 853n; Hill v. Per- 
manent Trustee Co. of N.S. W., Ltd. [1930] A. C. 720, 
731; Hatfield, Accounting (1931) 268-277; 2 Machen, 
Modern Law of Corporations (1908) §§1326, 1328. 

10 See Lee v. Neuchatel Asphalte Co. (1889) 41 Ch. 
D. 1, 22, 23; In re National Bank of Wales [1899] 
2 Ch. 629, 669, 672; Ammonia Soda Co., Ltd. v. Cham- 
berlain [1918] 1 Ch. 266, 9 B. R. C. 819. 


1 (1890) 16 Vict. L. R. 111. 
12 Thid. at 113. 
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American courts refuse to follow the Eng- 
lish rule in the absence of statute but require 
that depreciation and depletion be deducted 
from income and that a capital deficit be 
made up before dividends may be paid." 
The English rule is to be justified, if at all, 
only on the basis that present earning 
capacity may demonstrate such a financial 
condition as to make dividends permissible 
in the discretion of the directors in spite of 
capital deficit and even in the absence of 
actual annual profits. 


VI. SHARE OR STOCK DIVIDENDS 


Careful limitations should be placed by 
statute upon the declaration of dividends in 
shares of the corporation, in view of the 
false impressions which may be created by 
such dividends. Every cash dividend dimin- 
ishes by just so much the net worth of the 
corporation and so reduces the intrinsic 
value of the shares. But at the same time, 
if it is lawfully and prudently declared, it 
demonstrates the ability of the enterprise 
to pay dividends, holds out a promise of 
further dividends in the future, facilitates 
new stock issues, and usually increases the 
market value of the shares." 

Share dividends do not distribute assets 
or affect the safety of creditors, but they 
often promise increased dividends, influence 
the market price of shares and so affect the 
interests of investors and purchasers of 
shares.“ Statutory provisions against pay- 
ing, withdrawing or impairing “capital” or 
“capital stock” do not apply to stock divi- 
dends. “A stock dividend does not dis- 
tribute property but simply dilutes the 
shares as they existed before.’ Limita- 
tions upon share dividends are in reality 
regulations of the issue of new shares without 
adequate consideration or basis, or under 


U3 Briggs, Asset Valuation in Dividend Decisions 
(1934) 9 AccountinG Rev. 220, 229, 231. 

44 Lynch v. Hornby (1917) 247 U. S. 339, 346. 

5 Eisner V. Macomber (1919) 252 U. S. 189, 9 
A. L. R. 1570; Powell, Income from Corporate Dividends 
(1922) 35 Harv. L. Rev. 363; Warren, Taxability of Stock 
Dividends as Income (1920) 33 Harv. L. Rev. 885. 

_ 4° Williams v. Western Union Tel. Co. (1883) 93 
N. Y. 162, 189; Equitable Trust Co. v. Prentice (1928) 
250 N. Y. 1, 164 N. E. 723; City Bank Farmer’s Trust 
Co. v. Ernst (1934) 263 N. Y. 342, 189 N. E. 241; 
Bancker v. Commissioner Int. Rev., 76 F (2d) 1. (1935). 


circumstances where the declaration of the 
share dividend would create a false impres- 
sion or work a deceit upon investors. 

In many jurisdictions the only limitation 
upon the declaration of share dividends is the 
existence of an adequate surplus without 
distinction as to the kind of surplus."7 
Under the statutes of a number of states, 
unrealized appreciation in the value of assets 
may be counted toward surplus available for 
share dividends, although excluded as a basis 
of cash dividends. By the Ohio General 
Corporation Act (section 38) share dividends 
may be declared out of surplus “created” 
by unrealized appreciation or revaluation 
of the assets, including patents and good 
will. All a board of directors has to do is to 
adopt a resolution that such assets have a 
fair value to the corporation in excess of 
the amount at which they are carried on 
the books and reciting what such estimated 
value is and causing it to be entered upon 
the books. By this magic they will “create an 
excess of assets’’ which the corporation may 
apply to a dividend in shares. At the same 
time the Ohio Act condemns as unsafe the 
practice of writing up or revaluing assets 
to create a surplus for cash dividends. 

Suppose a corporation has a large amount 
of its funds invested in fixed assets, factories, 
warehouses, and office buildings, all needed 
in its business. The value of these assets may 
rise and fall in accordance with the real es- 
tate market and general conditions. But this 
will have very little to do with the question 
of the propriety or safety of increased divi- 
dend distributions unless the company sells 
its plant and realizes a profit. No greater prof- 
its will be realized from operations merely be- 
cause a factory increases in value. It would 
seem that the padding of the accounts by 
estimates and conjectures by reappraisal of 
fixed assets and writing up of inventories, to 
make a surplus or basis for share dividends, 
may be very deceptive to the shareholders 
and to the investing public."'* 


7 Lantz v. Moeller (1913) 76 Wash. 421, 136 Pac. 
687. 50 L. R. A. (N. s.) 68 n.; Joyce v. Congdon (1921) 
114 Wash. 239, 195 Pac. 29; Del. Gen. Corp. Law (1933) 
§35; Briggs, Dividends and General Corporation Statutes 
(1933) 8 AccountinG Rey. 130, 134. 

8 For other statutes which permit the recognition 
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It has been held that the declaration of a 
stock dividend of 150 percent after the fic- 
titious write-up of the value of a leasehold 
estate to more than six times its previous 
value in order to create a book surplus was 
fraudulent and might be cancelled."'® The 
declaration of share dividends from surplus 
derived from unrealized appreciation in the 
valuation of the assets estimated by the 
board of directors, although it takes nothing 
from the corporate assets, may easily result 
in a misleading inflation of the market value 
of the shares so diluted. Investors may infer 
that the corporation has built up a surplus 
from business operations and that the decla- 
ration of the share dividends represents earn- 
ings transferred from surplus to capital 
account. If share dividends are paid out of 
paid-in surplus or other unearned surplus, 
notice should be given the shareholders of 
the source or basis of the declaration. Share- 
holders receiving additional shares should 
know whether the dividend represents cur- 
rent earnings, a distribution of profits pre- 
viously earned, a capitalization of paid-in 
surplus or a capitalization of estimated 
appreciation surplus.”° Share dividends are 
apt to be interpreted as an announcement 
that the corporation is in a position to pay 
increased cash dividends.’ In the California 
General Corporation Law (Civil Code sec- 
tion 346a) the declaration of share dividends 
out of unrealized appreciation of assets is 
forbidden. 

The “consideration” for shares issued as a 
share dividend is found in the amount trans- 
ferred from surplus to stated capital.'!” 
Increasing the legal capital by capitalizing 
surplus increases the limitation upon cash 
dividends.“ There is a great variation in 
of unrealized appreciation as a basis for share dividends, 
see Ill. Bus. Corp. Act (1933) §41 (c); La. Gen. Corp. 
Law (1928) §26; Mich. Gen. Corp. Law (1931) §22; Pa. 
Bus. Corp. Law (1933) §§701 (2), 703; Uni. Bus. Corp. 
Law (1928) §24 (IV). 

19 Pontiac Packing Co. v. Hancock (1931) 257 Mich. 
45, 241 N. W. 268. 

120 See Hoxey, Accounting for Investors (1930) 50 
J. of Accountancy 251. 

21 See Weiner and Bonbright, Theory of Anglo- 
American Dividend Law (1930) 30 Col. L. Rev. 954, 
981-983. 

2 Cal. Civ. Code §298. 


1% Hill v. Permanent Trustee Co. of N.S. W., Ltd. 
[1980] A. C. 720, 731. 


the different corporation acts in specifying 
the value or consideration to be assigned to 
no par value shares issued as a share divyi- 
dend. In Ohio, Delaware, and some other 
states, no specified increase of stated capital 
is required in case of a dividend in non-par 
shares, and the directors are given full 
discretion to determine the amount of sur- 
plus to be capitalized, if any."* This seems to 
permit abuses such as dividends of shares 
having a liquidation preference in the ab- 
sence of surplus. In general, share dividends 
should be permitted only when they repre- 
sent an adequate transfer from surplus to 
legal capital. A distinction should be made 
between share dividends and share subdivi- 
sions or split-ups of non-par shares, requiring 
in the former the capitalization of a reason- 
able amount of surplus. 

The amount of capitalized surplus should 
not be less than the aggregate par value of 
shares issued having a par value and not less 
than the aggregate of the highest amounts 
payable on shares without par value in the 
event of the liquidation, dissolution or wind- 
ing up of the corporation. The issuance of 
shares having a par value or a liquidation 
preference increases the aggregate amount 
by which legal capital is measured and the 
amount of stated capital should be accord- 
ingly increased by the capitalization of 
surplus. 

A dividend declared in shares to holders of 
a different class of shares affects the relative 
rights and preferences as between the several 
classes of shares in the surplus and the dis- 
tribution of the assets. Several laws require 
the vote of all classes of shares for such re- 
classification. The Uniform Business Cor- 
poration Law" provides that “‘no dividends 
payable in shares of any class shall be paid 
to shareholders of any other class unless the 
articles so provide or such payment is au- 
thorized by the vote of the holders of a 
majority of the shares of the class in which 


14 Del. Gen. Corp. Law (1933) §35; Ohio Gen. Corp. 
Act (1981) §38. 

25 Pa. Bus. Corp. Law (1933) §703, provides: “Such 
shares shall be issued at such value as shall be fixed by 
the board of directors by resolution.” Cf. Cal. Civ. 
Code §346a. 

126 §24 (VI (c)). 
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payment is to be made.”’”” Other classes of 
shares than the one in which the dividend 
is paid may have their rights in earnings, 
surplus or distribution affected. The declara- 
tion of share dividends should be subject to 
the approval of shareholders of every class 
adversely affected, in the same manner as 
an amendment of the articles changing the 
share preferences. 


VII. SUMMARY OF DIVIDEND LIMITATIONS 
AND THEIR DEFECTS 


It has been the aim of this article to con- 
sider the policy of capital requirements and 
dividend restrictions under modern corpora- 
tion acts and to inquire into the laxity of 
some of these requirements in making ques- 
tionable dividends permissible. The concept 
of a legal or stated capital has been ex- 
plained as that of a margin of value estab- 
lished for the protection of creditors. The 
secondary purpose of the prescribed capital 
is to protect shareholders, particularly share- 
holders having priority as to income or 
liquidation, from undue withdrawal of assets 
from the business. 

Criticisms may be directed against the 
formulae by which the legal or stated capital 
is computed or fixed in the first instance, as 
for example, in permitting the creation of a 
distributable paid-in surplus upon the issue 
of non-par shares. Even more serious criti- 
cisms may be urged against the lack of 
adequate safeguards in the methods by 
which the legal capital may be reduced by 
the shareholders from time to time and any 
surplus thereby created may be distributed. 

During the depression much use has been 
made by corporations of statutory provisions 
for reduction of legal capital, heretofore 
infrequently used, to eliminate or reduce 
deficits and even to create on their books a 
“reduction surplus” available for divi- 
dends."7* In general the power to reduce the 


27 See also Ill. Bus. Corp. Act (1933) §41 (d); La. 
Gen. Corp. Law (1928) §26; Minn. Bus. Corp. Act 
(1933) §21, III (d); Ohio Gen. Corp. Act (1981) §38; 
Pa. Bus. Corp. Law (1933) §703. 

278 See 44 Yale L. Journ. 1025, Writing Down Fixed 
Assets and Stated Capital (1935). This cuts depreciation 
charges and results in apparent increased net earnings 
and higher income taxes. 


legal capital is placed by the statutes within 
the control of the shareholders. The credi- 
tors, the persons for whose protection the 
capital margin is primarily established, have 
no voice in its abrogation. Under the English 
Companies Act, court supervision is re- 
garded as an important safeguard.”* Under 
the Companies Act of Canada, 1934, objec- 
tion may be made by the creditors to the 
return of paid-up capital and the expediency 
and good faith of an alteration of capital 
must be passed upon by the Secretary of 
State.”° In the United States, on the other 
hand, there is much confusion in the statutes 
and in most states there is statutory author- 
ity for the almost arbitrary reduction of the 
legal capital by the shareholders and for the 
distribution or liquidation of any values set 
free by such reduction by the directors, 
without regard to the priorities properly be- 
longing to preferred shares.'*° 

It should be observed that the “reduction 
surplus,”’ which is a capital surplus created 
by reduction of stated or legal capital, may 
be derived from the capital contributions of 
different classes of shares and as such should 
be returned first to those shareholders who 
have the prior claim upon liquidation.” 
Under the California Act (Civil Code section 
348 (b) the distribution of the reduction sur- 
plus is limited so that preferred shares must 
be redeemed or retired before there may be 
a distribution to common shareholders, and 
there must be due regard to the priorities 
of the different classes of shares. Such a 
limitation is apparently lacking the statutes 
of other states.' 


28 In re William Brown, Sons & Co., Ltd. (Court of 
Sess. 1931) Sess. Cas. 701; English Companies Act 
(1929) §§48, 49; Palmer Company Law (15th ed. 1933) 
86 


29 Canada Stats. 1934, §§49-58, p. 335. 

130 Ballantine, California Corporation Laws (1932) 
362-372, 375-378; ibid., 1933 Supplement, 155-157, 
161-163; 11 Fletcher. Cyclopedia of Corporations (1932) 
§§5147, 5150; 19 ibid., §9057; Notes, Reduction of Capi- 
tal Stock and Distribution of Capital Assets upon Reduc- 
tion (1926) 44 A.L.R. 11; Capital Stock Reductions 
as Affecting the Rights of Creditors (1934) 47 Harv. 
L. Rev. 693; 44 Yale L. Journ. 1025, Writing Down Fixed 
Assets and Stated Capital (1935). 

131 Ballantine, California Corporation Laws ee 
377; see valuable note on capital reduction in (1934) 
19 Corn. L. Q. 470, 473, 474. 

182 See Minn. Bus. Corp. Act (1933) §§21-VI, 38; 
Ohio Gen. Corp. Act (1931) §8623-40. 
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The prevailing type of dividend restriction 
is the existence of a general surplus of value 
or net worth over the legal capital, which is 
ordinarily stated in a balance sheet and 
which includes the results of prior operations 
and the accumulation of past profits. In a 
few jurisdictions surplus available for divi- 
dends on common shares is limited to the 
earned surplus or accumulated profits. In 
most jurisdictions “capital surplus,” such as 
paid-in surplus and reduction surplus, is 
available, although values arising from un- 
realized appreciation are not to be counted 
toward surplus available for cash dividends. 
Notice is sometimes required as to the source 
of dividends not paid out of earned surplus. 

The statutory limitations on dividends 
rest on vague and indefinite accounting or 
financial standards, such as surplus or 
profits, which leave a wide scope for account- 
ing discretion and valuations.‘ The exist- 
ence or amount of profits or of surplus is a 
matter depending to a great extent upon a 
combination of business and accounting 
judgment. Regardless of how carefully ac- 
counts are kept and how accurately the 
surplus and profits are shown, every ac- 
countant knows that they do not necessarily 
represent the true business position and the 
amount properly available for dividends. 
Whether or not the amount of surplus or 
profits shown is financially available neces- 
sitates not only an analysis of the accounts 
but also a consideration of many uncertain 
factors and the exercise of judgment upon 
them."® Book values need not correspond 
with market values as to fixed assets, and 
there is no duty to make an appraisal of the 
fixed assets in determining the existence of a 
surplus. A book surplus may represent plant 
and fixed assets and not current assets such 
as cash or realizable securities.'* 

183 Hatfield, Accounting (1931) 25, 77, 79, 99, 113; 
Briggs, Asset Valuation in Dividend Decisions (1934) 9 
AccountInG Rev. 220; Weiner and Bonbright, Theory 
of Anglo-American Dividend Law (1930) 30 Col. L. Rev. 
330, 337, 954, 966, 968. 

14 Berle and Fisher, Elements of The Law of Business 
Accounting (1932) 32 Col. L. Rev. 573, 576. 

185 Dewing, Financial Policy of Corporations (1934) 
604; Hatfield, Accounting (1931) 259. 

1386 Briggs, Asset Valuation in Dividend Decisions 
(1934) 9 AccountiNnG Rev. 220; Herrick, Current Assets 
and Liabilities (1933) 56 J. of Accountancy 330. 


Creditors and investors may be jeopard- 
ized more seriously at times by the improvi- 
dent declaration of dividends, permissible as 
far as the express limitations of the statute 
are concerned, than by the declaration of 
dividends which would involve a technical 
impairment of capital. There seem, however, 
to be no decisions that directors are legally 
liable for wrecking a corporation by negli- 
gence in declaring improvident dividends 
which satisfy the statutory accounting 
limitations, even though the business posi- 
tion of the concern were such that no reason- 
able and prudent man of business in the 
exercise of ordinary care would have made 
such a distribution under the circumstances. 
“Tn any case a director is not responsible for 
declaring a dividend unwisely. He would 
only be liable for paying a dividend out of 

In the Delaware Act and also in several 
recent corporation acts there are provisions 
designed to protect the directors from liabil- 
ity for improper dividends if they rely “in 
good faith upon the books of account of the 
corporation or statements prepared by any 
of its officials as to the value and amount of 
the assets, liabilities and/or net profits of 
the corporation, or any other facts pertinent 
to the existence and amount of surplus or 
other funds from which dividends might 
properly be declared and paid.’’* There 
is, however, no affirmative requirement that 
the directors shall consider such financial 
statements and the duty of the directors in 
this regard might well be made more speci- 
fie.89 

The surplus limitation may be too strict 
in that it may forbid dividends that could 


187 In re City Equitable Fire Ins. Co., Ltd. [1925] 
1 Ch. 477; In re National Bank of Wales, Ltd. [1899] 
2 Ch. 629; Samuel, Shareholders’ Money (1933) 128; 
see Midland Sav. & Loan Co. v. Dunmire (C. C. A. 
10th, 1933) 68 F. (2d) 249; Cornell v. Seddinger (1912) 
237 Pa. 389, 397, 85 Atl. 446, 447; Fell v. Pitts (1919) 
263 Pa. 314, 106 Atl. 574. 

138 Del. Corp. Law (1933) §34; see also Cal. Civ. Code 
§363; Ill. Bus. Corp. Act (1933) §42 (h); Minn. Bus. 
Corp. Act (1933) §22; Ohio Gen. Corp. Act (1931) §123b; 
Briggs, Dividends and General Corporation Statutes 
(1933) 8 Accountina Rev. 130, 138-140; 29 JIl. L. 
Rev. 823. 

189 See legislative suggestion in Samuel, Share- 
holders’ Money (1933) 141, 142, 148, 345, Draft Act, 
§25. 
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safely and wisely be paid out of current 
earnings in spite of some capital impairment. 
There is much difference of opinion as to 
the policy of permitting dividends from cur- 
rent profits in spite of a capital deficit. In a 
few jurisdictions, however, the surplus re- 
striction is relaxed and an exception is al- 
lowed permitting dividends out of profits or 
earnings for some specified accounting period 
such as the current or preceding year, in 
spite of a capital deficit. Provision is usually 
made in such acts for a capital reserve to 
protect the liquidation preferences of pre- 
ferred shares against undue distribution of 
current earnings. The apparent alternatives 
between “profits” or “earnings” and surplus 
in many jurisdictions, it should again be 
noted, do not allow dividends in the absence 
of surplus, as the terms “earnings” or “prof- 
its” are frequently used only as part of a 
description of surplus.'*° 

The relaxation of the surplus limitation 
as to so-called wasting asset corporations 
goes beyond the policy of the exception in 
some jurisdictions in excusing deduction for 
cost or depletion of wasting assets by cor- 
porations which are not in reality liquidating 
corporations but are continuing concerns to 
which the exception should not be extended. 
No one can speak of “profits” in any sense 
unless depreciation and depletion are de- 
ducted.'' In any case adequate provision for 
meeting the liquidation preferences of pre- 
ferred shares should be required. 

The English dividend rules have arrived 
by judicial legislation not only at a relaxa- 
tion of any surplus requirement but also at a 
relaxation of the annual net profits rule. 
Theoretically a limited company not in 
liquidation can make no payment by way 
of return of capital to its shareholders except 
as a step in an authorized reduction of 
capital. Any other payment must be by way 
of dividing profits.” But under the decisions 
an English company may distribute as divi- 
dends the balance to the credit of the annual 
profit and loss account, that is, the excess of 


40 See Hatfield, Accounting (1931) 297. See supra 
notes 53 and 54. 

Ml Hatfield, Accounting (1931) 265, 279, 374, 

12 Hill v. Permanent Trustee Co. of N. S. W., Ltd 
[1980] A. C. 720, 731. 
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its revenue receipts over expenses properly 
chargeable to revenue account, even if the 
company’s capital account is in debit and 
there is no surplus.'* The English decisions 
do not require that the loss, depreciation or 
depletion of fixed assets be deducted in as- 
certaining surplus or profits available for a 
dividend. Loss or depreciation only of “cir- 
culating capital,” that is, of working capital, 
need be taken into account in ascertaining 
profits for a particular year, but losses of 
previous years do not have to be made up. 

These English rules in reality permit the 
return of capital, but are perhaps justifiable 
or defensible on the ground that the values of 
plant and fixed assets have little bearing on 
the question of the safety or propriety of 
dividends, which may be better determined 
by current profits, present earning capacity 
and the working capital position. 

As pointed out by writers on accounting 
and corporate finance, the expediency of 
dividend distributions is a financial problem 
requiring careful attention to all the cir- 
cumstances, such as the source of the sur- 
plus, the ratio of current assets to current 
liabilities, the needs of the concern for 
working capital, the trend of earnings and 
the contingencies of political and business 
conditions, including a forecast of the general 
business outlook. The fund properly avail- 
able for cash dividends is in general to be 
obtained by subtracting from current assets 
the current liabilities and the needed work- 
ing capital and also a prudent allowance for 
all contingencies which need to be appre- 
hended in the operation of the business. 

No satisfactory substitutes for surplus and 
profits as tests of statutory limits on per- 
missible dividend distributions have as yet 
been devised. It might be possible to discard 
the present stated capital and surplus sys- 
tem entirely and replace it with a provision 
that withdrawals must not be made unless 
after each such withdrawal the fair present 
value of the assets would be at least equal to, 
say, one and one-fourth times the debts and 
liabilities of the corporation.'* This would 


J, 


144 See Cal. Civ. Code §348b; N. C. Cons. Stats. Ann. 
(1919) §1179. 
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prescribe a minimum margin of safety of 
twenty-five percent over the debts and 
liabilities. Another possibility would be to 
require a certain current ratio, that is, a 
fixed minimum ratio of current assets to cur- 
rent liabilities as indicating a liquid posi- 
tion. It is not unusual to provide in bond 
indentures a dividend restriction based upon 
the current asset ratio. Such provisions are 
at least an indication that persons familiar 
with financial matters are not satisfied with 
the protection afforded by the statutory sur- 
plus limitations and consider the current 
ratio standard a workable one. 

Whatever restrictions are adopted as to 
dividends they should be supplemented by 
a general requirement of the exercise of 
reasonable care and prudence not merely to 
ascertain the existence of book surplus or 
profits, but also needful liquidity and the 
financial status generally. Regardless of the 
status of the surplus or profit and loss ac- 
count, dividends should not be declared 
when such action might endanger the ability 
of the corporation to meet its obligations as 
they fall due or curtail its operations by 
shortage of working capital. Statutory limi- 
tations should be regarded as restrictions, 
not as permissions to declare dividends im- 
providently up to the statutory limit. The 
general principle of reasonable care in man- 
agement might be made more specific by 
requiring each director before declaration 
of any dividend to consider a balance sheet 
and a profit and loss statement signed by the 
company’s auditors or by a public account- 
ant showing with reasonable particularity 
the assets and liabilities of the company, 
with comments on the basis of valuations and 

48 Graham and Katz, Accounting in Law Practice 
(1932) 263, 268, 277, 293. 


M46 Raisty, Working Capital Safeguards of Preferred 
Stocks (1934) 58 J. of Accountancy 39. 


the relation between book values and actual 
values, the ratio of current assets to current 
liabilities, the earnings and losses for the 
year under review, the sources of any sur- 
plus and the changes therein during the past 
year, the amounts of depreciation and de- 
pletion, the sufficiency of the reserves, the 
amount and method of carrying treasury 
shares, relations with subsidiaries and other 
matters that might be specified.'*” 

Some English lawyers and accountants 
condemn what their law allows in dividend 
distributions as contrary to sound account- 
ing and business principles, a laxness which 
may lead to abuses and practices commer- 
cially vicious.* But an unduly lax law is 
defended by some on the argument that 
everything may safely be left to the good 
faith and business prudence of the directors. 
It has already been pointed out that direc- 
tors apparently are not held liable for mere 
negligence in declaring a dividend unless 
it violates the statutory restrictions. This 
makes it all the more necessary for securing 
the observance of some minimum of financial 
conservatism and prudence for the benefit 
of creditors and shareholders and to prevent 
undesirable window-dressing, to lay down 
some objective financial rules for purposes of 
a legally enforcible standard.'*® 


47 See Thomas v. Matthews (1916) 94 Ohio St. 32, 
55, 118 N. E. 669, 673. L.R.A. 1917A 1068 Samuel, 
Shareholders’ Money (1938) 141, 345. 

M48 Thid. at 145, 148. 

149 See 2 Machen, Modern Law of Corporations (1908) 
§1329. The principal sanction to enforce dividend 
limitations is the statutory liability of the directors. It 
is said in a recent report of the Federal Trade Com- 
mission, with reference to the dividend provisions of 
the Delaware Act: “There is such a thing as an illegal 
dividend in that state, rendering the directors liable 
in that amount, but directors are so hedged in with 
safeguards as to render problematical the value of 
such a cause of action against them.’’ Sen. Doc. No. 
92, pt. 69-A, 70th Cong. Ist Sess. (1934) 284. 
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VALUE OR COST 


A. C. LirTLetTon 


ISCUSSIONS regarding “value” and 
D “‘valuation” are hardy perennials in 

both accountancy and economics. 
We are stimulated by the very vagueness of 
the terms to dispute their real meaning; our 
intense curiosity about the inner signifi- 
cance of economics and accountancy drives 
us to search for a single key to their respective 
mysteries. It is not hard to understand then 
why we should often try to find in “value” 
the central theme of economics, and in 
“valuation”’ the central theme of accounting. 

Time and argument have codperated to 
bring about some degree of agreement among 
economists concerning the primacy in eco- 
nomics of the problems of value. But not 
enough time has yet sped past accountants 
or enough ink flowed from their pens to 
bring about a corresponding degree of agree- 
ment upon the issue of “‘value versus cost.” 
Therefore, a little more ink may be expended 
on the questions: (a) What was the basis of 
the original view in accounting that value 
and cost were identical? and (b) Why is it 
that the identity of value and cost are now 
in dispute? 

Cost was the only basis considered in 
early accounting because the function of 
bookkeeping did not extend beyond an 
accurate recording of the receipts and dis- 
bursements of goods, services or money. If 
there was anything which might be called 
“valuation,” it was merely the process of 
translating varied coinage into a common 
money of account or of attaching to goods 
received in barter a “price tag” expressed 
in terms of the local standard money of ac- 
count. But that is not the modern connota- 
tion of the word. 

Under the influence of the company acts 
and British auditing, accounting later under- 
went a very significant development. The 
corporation, with its absentee stockholders, 
its creditors protected only by the capital 
fund, and its continuous business life, was 
highly instrumental in creating the problems 
which are now known by the names of ac- 
cruals, depreciation, and the distinction be- 


tween capital and revenue expenditures. 
Accrual accounting evolved to disassociate 
income from receipts, and expense from dis- 
bursements; revenue expenditures had to be 
distinguished from capital expenditures in 
order to permit long-lived assets, whose use 
was deferred, to be treated differently in the 
calculation of current net profit from the 
treatment accorded to expenses which made 
their whole contribution currently; deprecia- 
tion was the means of effecting a practical 
distribution of these prepaid, fixed-asset 
costs over a long life of productive useful- 
ness. 

The several elements in this, the first great 
improvement in double entry bookkeeping, 
were all inter-related. They all were parts of 
the process then going on of refining a simple 
receipts-and-disbursement bookkeeping into 
an income-and-expense bookkeeping. 

The point of interest here is that account- 
ing and accountants at that time were not 
concerned with value and valuation, but 
with the computation of the most nearly 
correct net profit, using for the purpose dis- 
bursements (at turnover prices) refined to 
express expenses which could fairly be said 
to have had a part in creating the current 
revenues, and receipts (at turnover prices) 
refined to include all, and no more, that could 
fairly be said to represent the current pro- 
ceeds resulting from current efforts. 

This was accounting upon a cost basis; no 
other basis was conceivable under the cir- 
cumstances. The processes of estimating as- 
sets consumed (depreciation) or of determin- 
ing income accrued and expenses deferred 
can hardly be properly called acts of valua- 
tion on the part of the accountant. They 
are better described as acts of apportion- 
ment of original cost-outlays over the neces- 
sary periods of revenue-earning operations. 
“Valuation” would refer to the subjective 
process of placing a market price of some 
kind upon the objects in question, of esti- 
mating their worth or serviceability. This is 
not the work of the accountant and has never 
been accepted as such. Yet accountants have 
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used the term “‘valuation,”’ loosely to be sure, 
but so frequently that readers of the litera- 
ture get an impression unjustified by the 
facts that valuation is the central theme in 
accounting. 

A part of the explanation of the confusing 
use of “value” and “valuation” in account- 
ing is the seeming inability of the language 
to supply either a suitable word in place of 
“valuation” which would compactly express 
the processes of so adjusting receipts and dis- 
bursements that the record would disclose 
income and expense, or a word in place of 
“value” to express the arithmetic product of 
a number of physical units multiplied by a 
cost-price per unit. 

Another part of the explanation, no doubt, 
is the failure of accountants to distinguish 
“value-in-exchange” and ‘“‘value-in-use.” 
That is not surprising, for accountants have 
seldom had much training in economics. 
Among economists this distinction has long 
been a familiar one. 

Value has long been the central theme of 
economic philosophy. Much of the debate 
has been about such questions as, Why do 
the same things have a different value for 
different people? Why does the value of an 
unchanged object vary from time to time? 
The clue was found in the concept of utility 
—‘“the power of giving satisfaction.” Value, 
it was concluded, resides not so much in the 
object itself as in the idea of “‘satisfaction”’ 
which is held by the prospective users. It was 
also evident that “‘value” was a dual concept 
rather than a simple one: value-in-use comes 
to be an expression of the direct utility pres- 
ent; value-in-exchange comes to be an ex- 
pression of the marginal utility. That is to 
say, the power that one object has of acquir- 
ing other objects (marginal utility) depends 
as much upon the other objects involved as 
upon the object in question, or, as we might 
say, on the relative utilities or comparative 
power of giving satisfaction to the persons 
involved at the specific time. 

Because the term “value” is thus deeply 
imbedded in economics as one of the chief 
elements in that increasingly popular philos- 
ophy, the connotations it carries from that 
field are likely to be the prevailing ones and 
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any concepts in conflict will be productive 
of confusion. The word “value” therefore 
should be cautiously used in accountancy, 

What we discuss in accounting as “cost 
versus value’”’ is, in fact, “‘value-in-use versus 


value-in-exchange.” The former seems a 
natural material for accountants to treat, 
for the primary function of accounting is, as 
W. A. Paton so well puts it, to record cost- 
price as it enters an enterprise and to trace 
cost-price through many intricate conver- 
sions until in the end it leaves the enterprise 
in one form or another. The latter seems 
an unnatural material for accounting be- 
cause value-in-exchange is essentially sub- 
jective and very fleeting at best. It would 
seem, therefore, that accountants would 
have a direct responsibility for correctly dis- 
closing value for use (original cost-prices) but 
very little responsibility for exhibiting an 
estimate of value for exchange (replacement 
or market prices). As Mr. Peloubet recently 
wrote in The Journal of Accountancy: “Cost 
and investment are the things to which to 
cling.” 

But “clinging” is not easy. The auditor is, 
in fact, a man on a flying trapeze—with 
some one else holding the top ropes and con- 
trolling the swinging. So it may be of interest 
to note some of the forces which make cling- 
ing to original cost a little difficult at times. 

The early choice of the balance sheet as 
the main statement tends to place finance 
above operations; and finance, in turn, looks 
upon value-in-exchange as basic. Why should 
the balance sheet (the statement which alone 
could give rise to questions of value for ex- 
change purposes) have come to occupy first 
place in public accounting when the income 
statement (wherein value for exchange could 
not be at issue) would seem to be the natural 
summary of the chief data of a business en- 
terprise? It is suggested that this preference 
may have arisen in British practice for the 
following reasons: 

1. The balance sheet included assets bor- 
rowed as well as assets invested and earned. 
Whereas the income statement reflected 
economic transactions only, the balance 
sheet showed the results of both financial 
and economic transactions. 
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9. Most of the balance sheet items could 
be objectively verified. This afforded a con- 
venient and tangible basis for the auditor’s 
examination of the stewardship and fidelity 
of the directors as the stockholders expected 
him to do. 

3. The stockholders, being in effect outside 
of active management, were interested 
mainly in the amount of assets available for 
distribution (as profits) rather than in the 
details of the way current profits were being 
earned, as would be the case with insiders 
—active managers—who were responsible 
for results. 

4. It has been the basic theory of double- 
entry bookkeeping that the balancing item 
of “profit”’ in the balance sheet was neces- 
sarily identical with the undivided portion 
of the accumulated net profit items from the 
several profit and loss statements, hence the 
latter could safely be ignored by the auditor 
as data which were duplicated in the balance 
sheet. 

This preference for the balance sheet lays 
the foundation for the so-called “‘problems 
of balance sheet valuation” which occupy a 
great deal of the later literature. 

In the beginning only original cost was 
used, but later a philosophy of conservatism 
dictated that original costs be occasionally 
modified by the auditor. The “‘cost-or-mar- 
ket” dictum is an example. It appears to 
have originated near the middle of the nine- 
teenth century in connection with the de- 
velopment of commercial law in the German 
states. (Weiner, The Journal of Accountancy, 
Vol. 48, p. 195; Hatfield, Modern Accounting, 
pp. 92, 102.) The rule was applied especially 
to the valuation of security investments 
held by banks but was also extended to in- 
clude mercantile stocks of goods. 

Depreciation is another example. Because 
the periodical amount was at best an argu- 
mentative estimate, business men often took 
advantage of that fact to make a “‘conserva- 
tive valuation.” The effect was, of course, 
to mix two different things: the amortization 
of original cost and the conservative reserva- 
tion of past profits for contingencies. 

For the most part, this conservatism was 
the banker’s, or was largely inspired by him. 


If it seemed to be the client’s conservatism, 
he had the banker’s loan in mind; if it seemed 
to be the auditor’s conservatism, he but de- 
sired to anticipate the client’s wish to satisfy 
the banker. Both client and auditor believed 
in the wisdom of conservatism, so they read- 
ily accepted the banker’s view. The point is 
that, while the auditor was not clinging very 
hard to original costs, the seed of the idea 
was planted that value for exchange (sale or 
liquidation) and not value for use was the 
keynote of at least some parts of the balance 
sheet. 

The income tax laws and regulations be- 
ginning in 1918 made the consistent use of 
original cost difficult for the auditor in sev- 
eral ways. Depreciation was a large deduc- 
tion in the calculation of taxes and if the 
corporation could get “conservative” esti- 
mates accepted by the Bureau, the tax base 
would be smaller. And, further, as a purely 
expedient measure, it was made permissible 
under the law to restate the assets as of 
March, 1913, as a new depreciation base. A 
few years later the excess profits tax law de- 
fined invested capital as a base for computing 
the profit which was to be exempt from the 
tax. One experienced observer writes of this 
period: “Many corporations restated their 
plant accounts in order to increase the sur- 
plus by restoring excessive depreciation or 
maintenance charges made according to the 
conservative ideas of accounting which were 
common before the war.” (Stanley G. H. 
Fitch, The Journal of Accountancy, July, 
1935.) 

Apparently original costs were not beyond 
manipulation. The auditor might argue as 
he swung on the flying trapeze, but that 
would be all. Of course he could let go any 
time he wanted to. 

It is obviously hard to cling to original 
costs when most counsel is against it. This 
was particularly the case from about 1924 
on. “‘Permanently higher level of prices,” said 
economists; “‘assets are to be judged by earn- 
ing power, not cost,” said investment bank- 
ers; “replacement costs can be used in the 
rate base,” said the utility commissions; “the 
dividend base shall be the excess of aggre- 
gate assets over debt and stated capital,” 
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said the legislatures; ‘“‘short of proven fraud, 
directors have full legal authority to value 
assets as they see fit,” said the courts. Then 
in 1981-1933 an epidemic of asset write- 
downs followed the prior wave of write-ups 
and unsettled original costs still further. 

As indicated above, there is some basis 
for the belief that original cost does not in- 
violate and that it might occasionally be ad- 
justed; the trend of more recent opinion as 
shown, creates an even stronger impression 
that original costs have no standing what- 
ever. In fact no one seems to have any re- 
spect for original costs any more. 

Who then controls the flying trapeze—and 
what of the accountant dangling there be- 
low? He is not doing much to control his 
vehicle; he can’t. He is only hanging on by 
his teeth as it is. 

Hanging on to original costs is the best 
thing the auditor does—when he can manage 
it. But how often can he manage it in the 
face of the massing of forces favoring first 
valuation for conservatism, then revaluation 
to correct conservatism, and later re-revalu- 
ation to correct the correction? How can he 
cling to cost when he has no real authority 
to back up his convictions and little real in- 
dependence to support his judgments? His 
voice in council is weak from lack of training 
in debate and his vote in committee is out- 
numbered. Yet, in spite of all this, if the ac- 
countant’s conviction is what I think it is, 
he is going to cling to cost and keep trying 
to make his convictions felt. 

There may be little prospect of value for 
exchange being dropped entirely out of the 
picture. But accountants can advocate value 
for use—cost—in season and out of season. 
Investments and inventories can be consist- 
ently and uniformly stated at cost, accom- 
panied of course by any reserves the manage- 
ment and the auditor may agree upon and 
such supplementary parenthetical figures or 
footnotes as may be thought necessary to 
supply bankers and others with the informa- 
tion they expect. If professional accounting 
opinion would unite behind such standards 
of practice, that fact would be strong sup- 
port for the almost defenseless individual 
practitioner. 
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If professional opinion would in a similar 
way unite behind a rational and realistic 
theory of depreciation—that is, one which 
had as its sole objective the sensible amorti- 
zation of past cost-outlay—and unite in turn- 
ing a deaf ear to “value-shrinkage deprecia- 
tion” (except to advocate the use of surplus 
reserves to cover), that unity would afford 
a most welcome support to the independent 
practitioner struggling to cling to cost rather 
than to “conservative values,” “‘replacement 
values,” “‘capitalization-of-earnings values,” 
“insurable values,” “security-for-loan values” 
and what not. 

United professional opinion, perhaps in 
the form of considered pronouncements by 
the American Institute of Accountants, 
would very greatly strengthen individuals in 
their struggle to hold fast, in the face of 
strong opinion to the contrary, to what they 
are convinced are sound principles. 

I believe that the individual accountant, 
for example, would be glad for support in 
his view that capital stock account should 
uniformly be credited with the full consider- 
ation received from the shares issued. But 
as an individual he is powerless in the face of 
both a definite statutory permission to divide 
the consideration and the directors’ deter- 
mination to use that permission. 

I believe that the individual accountant 
would be glad for support in opposing the de- 
liberate writing up and writing down of 
fixed assets under the influence of current 
price-level changes. But his opinion is not 
asked before the event and he has no author- 
ity—except from sheer intestinal fortitude— 
to criticise the directors’ valuation after the 
event. Even if he ventured to assert, in pri- 
vate, that the revaluations were not above 
criticism, he would be promptly put in his 
place with the counter-assertion—an undis- 
puted fact, too—that even if the revaluation 
could be objected to as resting merely upon 
the directors’ fiat, a simple merger with a 
specially formed new corporation would 
establish the “value” beyond question, for it 
then would be the result of a transfer of 
property “in the market.” 

Sometime, somehow, directors’ valuations 
and financial manipulations must be brought 
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under criticism. A start has been made under 
the Federal Securities Act. But it is only a 
beginning. It would add immeasurably to 
sane finance in the future if public accoun- 
tants should be (1) thoroughly educated in 
economics, corporation finance, and corpora- 
tion law in addition to accountancy as such, 
(2) given authority to criticise valuations 
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and financial adjustments, and (3) afforded 
protection in that criticism. 

Were this development achieved, and vo- 
cal, with professional opinion solidified, be- 
hind the most important accounting stand- 
ards, then clinging to costs would be not only 
desirable but possible. 


ADEQUACY OF ACCOUNTING RECORDS 
IN A MONEY ECONOMY! 


Emma CorstvEtT 


records is inseparable from the re- 

fined divisibility of exchange trans- 
actions that monetary units provide and is 
dependent upon them. Some type of book- 
keeping record was familiar to bankers, 
money lenders and Italian Communal stew- 
ards, at least from the trade revival during 
the Crusades. Manorial roles in England 
were a rough record of mutual obligations, 
furlongs set generally against week-work and 
fixed payments of produce. But accounting 
records, in the modern sense, so arranged as 
to provide exact information on intake and 
outgo, enabling the application of that blithe 
abstraction—the law of proportionality of 
factors to supersede the intuitional discern- 
ment of the enterprises, personal interests, 
have developed and spread only under the 
aegis of a money economy. 

The tool of accounting is an accepted part 
of modern economic enterprise and this tool 
is available in many forms. But to what ex- 
tent is it actually used and to what extent 
used adequately? The answer to this has im- 
plications to two groups, besides the makers 
of business indices, to those who struggle for 
legal control and to those who hypothesize, 
with or without control designs, that exact 
knowledge on the part of the enterpriser has 
a survival value. In the first group are the 


Boe the keeping of financial 


1 The author owes much to Professor W. O. Douglas 
of the Yale Law School for his direction of this study, 
to Mr. W. W. Werntz of Sheffield Scientific School for 
his expert aid in accounting and to Professor E. B. Wil- 
son of Harvard for advice on certain knotty sampling 
problems, 


code authorities, lamenting disparities of 
reckoning between government and private 
enterprise in attempted hours and wages 
agreements, the bankruptcy referee, who 
tries vainly to trace the secluded and elusive 
assets of the bankrupt and the judge who 
may wish to confirm a refusal of discharge 
on the grounds of inadequate records. In the 
second group belong those who believe the 
exact knowledge attainable only through ac- 
counting is essential to successful business. 
These are the many trade associations who 
go to some lengths to urge upon their mem- 
bers approved systems of accounts, and the 
bankruptcy reformers who emphasize pre- 
ventive aspects and urge that adequate 
bookkeeping be required of all business in 
this country as is done in certain countries 
abroad. These are also the theorists who are 
concerned, not with practical results but 
with the building up of tested relationships. 

This second group, working on theas- 
sumption that bad bookkeeping is a “‘causal”’ 
factor in business failure has never faced a 
test of its assumption. The author proposes 
here to present a quantitative, and to some 
extent qualitative, study of what actually 
are the bookkeeping habits of non-bankrupt 
businesses, at least in so far as a sample study 
of one city can produce evidence. In a further 
article it is proposed to use this group as a 
control for a study of bankrupts and to apply 
at least one test of whether a concomitant 
variation exists between unsatisfactory books 
and business failure or survival. The present 
description adopts a standard or rather a 
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set of standards of adequacy of accounting 
records and discusses the extent to which 
these firms achieved the minimum limits of 
the standards set. The types of records kept 
are also an important part of the description. 
The interrelation between the two is obvious. 
While the type of record is not, alone, proof 
of its adequacy it will serve the thoughtful 
reader as a check on the standard set up by 
the accountant, a standard which is based 
on the efficiency of the records as tools to 
certain ends and not on custom. Moreover, 
and especially to the group interested in 
possible control, it furnishes data on what 
records predominate in contemporary busi- 
ness enterprise. 

Many variables might effect the signifi- 
cance of these figures. It has been possible 
to hold only two constant—the type of busi- 
ness enterprise and the size of the business, 


II. METHOD OF INVESTIGATION 


All businesses, except “service organiza- 
tions,”? in a New England city of 150,000 
were listed and divided into four groups, 
manufacturers, wholesalers, contractors and 
retailers. From each of these groups, alpha- 
betically arranged, each tenth firm was 
selected, making a total of 452, divided as 
follows. 


The original list was drawn from the city 
directory of August, 1932, and the sample 
was regarded as of that date. Firms who had 
gone out of business or had moved between 
August and September of that year, when 
the investigation was begun, were traced and 
scheduled if possible. In 28 cases where not 
traced the next name on the list of the par- 
ticular type of business was taken in substi- 
tution. When traced, but not scheduled, in 3 
cases, no substitution was attempted and 
they were called “unknown.” 

Sixteen firms were included although they 
had gone out of business, since the sample 


2 This included such enterprises as insurance, towel 
supply companies, entertainment organizations. 


was of firms in business at the time of the 
listing of the names. Where the business had 
remained the same but ownership had 
changed, the business was nevertheless ac- 
cepted in the sample. 

A schedule, prepared with the aid of two 
accountants, was designed to bring out de- 
tails of types of books used and the extent 
of their use. Information was obtained by 
a personal interview between the investi- 
gator and the owner or bookkeeper. Addi- 
tional observations of the investigator noted 
descriptive material on apparent care and 
accuracy of bookkeeping and reliability of 
information obtained. 

The first question was whether any books 
were kept. If the answer was negative, fur- 
ther questions were asked on the employ- 
ment of cash register systems or memoranda. 
If account books were kept, details were 
asked for both ledgers and journals and fur- 
ther questions on whether trial balance, 
profit-loss and balance sheets were made up 
and how often. Actual figures were seen if 
possible. If no such statements were made up, 
questions were asked on methods, if any, of 
determining profit and loss, on yearly ex- 
pense analyses, totals obtained on such typ- 
ical items of expense, as salaries, heat and 
light, insurance. All businesses were ques- 
tioned on the frequency of inventories. Size 
of business was determined by the firms’ 
statement of annual gross income and, if not 
known exactly by the entrepreneur, weekly 
gross income was also asked. 

There were two major sources of error to 
be feared, the reluctance of the owner to re- 
veal details of his business, and his own lack 
of knowledge concerning it. On the whole, 
little hedging was found on the types of 
records kept, though the accuracy of the 
bookkeeping was, of course, open to more 
doubt. For the very large businesses, weeks 
of investigation might have been necessary 
to determine this exactly; in general a cur- 
sory look at books was the best obtainable. 
In 11% information on gross sales was re- 
fused and the investigator relied on an esti- 
mate, made by herself.* 


2 A comparison of income estimated with income of 
the entire group showed an average of 5% higher cate- 
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An exception to the rule of personal inves- 
tigation was made only for those of the 37 
chain stores, whose records were kept at dis- 
tant central offices. To these offices schedules 
were mailed. 

For points of difficulty that occurred, the 
investigator had the benefit of advice from 
two accountants, a statistician, and a lawyer. 

It should further be pointed out that in a 
classification such as that used, between 
types of business, the line of demarkation is 
often slight. Many firms, for instance, are 
both wholesale and retail, some combine 
such oddities as restaurant and antique shop. 
In these cases, the source of predominent 
gross income determined the class. 

The number of cases investigated must al- 
ways constitute a limit to the accuracy of the 
conclusions. In comparison with many stud- 
ies the number is sufficiently large, repre- 
senting a careful sampling of 4,520 firms. But 
subdivided into type and size of business the 
individual classes at times contain small 
numbers, so that a single case may represent 
a high percentage. The necessity, therefore, 
of taking account of the number of cases 
along with the percentages, cannot be over- 
stressed. This is especially true of the whole- 
sale group, where the sample includes only 
35 businesses. 

The standards of adequacy employed have 
been carefully, but, of necessity, rather 
arbitrarily determined. In this country we 
have no objective test for the kind of records 
to be kept by a particular type and size of 
business such as are found in the laws of 
Germany and, even more precisely, in Swe- 
den. Nor does a search of decisions on bank- 
ruptcy afford results more definite. Only two 
choices were open. One was to abnegate any 
attempt at a standard other than an arith- 
metically determined norm based on what 
books were customary among the various 
businesses. This alternative seemed not only 
a circular sort of performance (i.e. if most 
firms had no profit and loss figures, then ade- 
quate records were those with no profit and 
loss figures), but to defeat one of the purposes 
of the study, a future comparison with bank- 


gories for the estimated incomes. There were no sales 
estimated above $200,000 yearly. 


rupt firms. Accordingly recourse was had to 
the second alternative, a professional stan- 
dard of minimum accuracy, applied by the 
accountant’s careful scrutiny of each sched- 
ule and, having as its final test, the ability 
of each firm, with its given set-up to ascer- 
tain its standing in terms of dollars. A more 
detailed discussion of this standard appears 
in the appendix.‘ 

Definitions 

One further preliminary remains: the de- 
fining of two terms used throughout the re- 
maining report (1) “types of business’”’ and 
(2) “‘types of records used.” 

(1) All enterprises engaged primarily in 
the transformation of material goods, wheth- 
er as makers of hardware machinery, gar- 
ments or printing shops were classed as 
manufacturers.’ Dealers supplying goods to 
intermediate consumers, whether coffee 
houses dealing with grocers, paper bag dis- 
tributors, or the dealer in cattle who bought 
from farmers to sell to butchers were included 
under wholesalers. Any building trade entre- 
preneur, whether a speculative builder, a 
plumber, electrician or painter, was classed 
as a contractor. Any enterprise which sold 
chiefly to the ultimate consumer was placed 
in the retailer category. 

(2) The definitions of terms used in de- 
scribing types of records kept was as follows: 

““No books,”’ where there was a total ab- 
sence of records or only non-permanent 
memoranda were kept. 

“No system,” where records existed but 
covered transactions only partially, so that 
a comprehensible picture was impossible 
through records alone. For example, a record 
of charge customers only or of cash receipts 
only. 

“*Single entry,’ where only part of the ef- 
fect of the equation “assets equals liabilities 
plus proprietorship” was systematically re- 
corded, usually only the changes in assets 
and liabilities accounts. Frequently ledger 
accounts are found under this grouping for 

4 Mr. Werntz is largely responsible for the setting up 
of this standard and all classifications of adequacy were 
made by himself and the author on the basis of this 
standard. 


5 Here and elsewhere the census classifications were 
chiefly employed. 
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some items, such as cash, creditors or cus- 
tomers; but never for all. A criterion to dis- 
tinguish single from double entry might be 
the ability in the latter to take a trial bal- 
ance of debits and credits. 

“Double Entry,” where the method used in 
recording required an analysis of transac- 
tions to show its entire effect on the pro- 
prietorship equation, “assets equals liabil- 
ities plus proprietorship.” This requirement 
is most frequently met by the use of a journal 
or journals chronologically recording trans- 
actions plus a ledger or ledgers for analytical 
records, i.e. lists of changes in one or a divi- 
sion of one of the above terms of the equation. 
Conceivably, however, a system using direct 
entry into the ledger might do this. 

I 

Having done with description, method and 

definition, we are prepared to summarize the 
findings. 
57% of the 415° enterprises regarded as a 
sample of average business, kept records 
which measured up to the requirements of 
their business needs. The extent to which 
adequate records were found varied accord- 
ing to the size of the business, as the follow- 
ing table shows: 
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from the figures in the above (Table 1) that, 
with the exception of the tiny businesses of 
less than $1,000 income per year where a 
total absence of written records was fre- 
quently regarded as adequate, satisfactory 
records were more usual with the larger 
businesses than with the small. The two 
categories above, where records were more 
frequently incapable than capable of per- 
forming their required functions were both 
of incomes less than $10,000 a year, while 
there were almost no businesses of more than 
$40,000 yearly which were found to be inade- 
quate. It is important to note, however, one 
hundred years after St. Simon lamented the 
disappearance of small enterprises that 46% 
of the entire sample belonged in the “small 
business” group, i.e. took in less than $10,000 
a year. 

In addition to the points just made, that 
a little over half of the entire group of going 
businesses had adequate records and that the 
adequacy of records varied directly with the 
size of the businesses, the greater adequacy 
of records in some type of business over 
others is noticeable. Manufacturers had the 
highest record, 84% of this group came up 
to the required standards; with 80% of the 


TABLE 1 
Aprquacy or AccounTING REecorps 
(According to size of business.) 


ADEQUATE INADEQUATE UNKNOWN 
Yearly Gross Income, 
in Dollars Number Percent Number Percent Number Percent 
ar 19 70.4 8 29.6 0 0 
Be O.008..:..... 38 $1.7 80 66.7 2 17 
5 10,000....... 32 46.4 35 50.7 2 2.9 
10- 20,000....... 24 53.3 20 44.4 1 2.2 
20— 30,000....... 20 64.5 11 35.5 0 0 
30-— 40,000..... 18 81.8 4 18.2 0 0 
40- 50,000....... 12 85.7 2 14.3 0 0 
50- 75,000....... 19 82.6 4 17.4 0 0 
75-100,000....... 7 100.00 0 0 0 0 
100-150,000....... 14 93.3 1 6.7 0 0 
150-200 ,000....... 6 100.00 0 0 0 0 
200,000 and over. . . 29 100.00 1 0 0 0 
Unknown. ........ 0 0 0 0 6 100.00 
ee 238 57.3 166 40.0 ll 2.7 


Even though requirements became more 
rigid as the business grew in size, it is clear 


* The 37 chain organizations included in the sample 
have been excluded from the tables which follow and 
will be considered separately. 


wholesalers, 70% of the contractors and 
46% of the retailers. 

It is true that manufacturers and whole- 
salers tend to be organized in larger business 
units, which we have already asserted at- 
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tended with better records. But the rather 
startling difference between retailers and 
other types of business is not entirely in 
terms of relative size, as the following seg- 
ment of a table shows: 


Q77 


customary types of records have great sig- 
nificance in law. A man is not required to 
keep records of greater intricacy than those 
customary for other business men in like 
situation. But again, in law, it is a guessing 


TABLE 2 
SMALLER Businesses WHICH HAD ADEQUATE RECORDS 


Manufacturers Wholesalers Contractors Retailers 
Yearly income | Percent Percent Percent Percent 
of Total | Number | of Total | Number | of Total | Number | of Total | Number 
$1- 5,000 75.00 6 66.6 27 55.0 ll 21.3 19 
5-10, 000 60.0 3 100.00 2 64.7 ll 35.6 16 
10-20 , 000 80.0 + 60.0 3 83.3 5 41.4 12 


Here the lag of the retailer behind other 
types of business in the extent to which he 
has means for knowing his financial status 
is marked. From this, too, it is clear that, 
whatever the total figure on increase of ade- 
quacy according to size of business, this in- 
crease is neither consistently equal within 
all types of business nor, within any of the 
particular businesses. Whether larger num- 
bers would show a more consistent trend, 
one cannot say. 


Type of records used 


We have already made clear (and especi- 
ally to those who have glanced at the ap- 
pendix) that the customary types of records 
were not used as a test of adequacy, except 
as one factor among a number of others. The 


game, unhampered by quantitative facts’ 
whether John Doe’s records do or do not 
correspond with the majority of his fellows 
when his bankruptcy petition is challenged 
on the grounds of inadequate records.’ 

We have found that single entry systems 
were slightly the most usual type of record. 
That is to say: 


3 
Types or Recorps Usep 


% Number 
Businesses using single entry records. 29.2 121 
Businesses using double entry rec- 


Businesses using unsystematized rec- 

Businesses using no records........ 22.2 92 

100.0 415 


7 See appendix on Standards of Adequacy. 


TABLE 4 
Types or REcorDs 
(According to size of business.) 
Double Single Unsystem- 

Yearly Gross Entry Entry atized None No. Inf. Total 

Income 

No % No. % No. % No. % No. % No. % 

Re Ties.sso. 0 0 2 7.4 3 11.1 22 81.5 0 0 27 100.0 

1- 5,000..... + 3.3 27 22.5 32 26.7 54 45.0 3 2. 120 100.0 

5- 10,000..... 7 10.1 25 36.2 27 39.1 9 13.0 1 ai 69 100.0 
10— 20,000..... 7 15.6 21 46.7 12 26.7 5 11.1 0 0 45 100.0 
20- 30,000..... 12 38.7 14 45.2 + 12.9 1 3.2 0 0 31 100.0 
30- 40,000..... 7 31.8 13 59.1 1 4.5 1 4.5 0 0 22 100.0 
40— 50,000..... 7 50.0 7 50.0 6 0 0 0 0 0 14 100.0 
50- 75,000..... 14 60.9 8 34.8 1 4.3 0 0 0 0 23 100.0 
75-100,000..... 6 85.7 1 14.3 0 0 0 0 0 0 7 100.0 
100-150,000..... 13 86.7 2 13.3 0 0 0 0 0 0 15 100.0 
150-200 ,000..... 6 |100.0 0 0 0 0 0 0 0 0 6 100.0 
200,000andover.| 29 96.6 1 3.3 0 0 0 0 0 0 30 100.0 
ae 1 16.7 0 0 0 0 0 0 5 83. 6 100.0 
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In short somewhat over half (56%) had 
systems of some kind. 

These figures mean little unless related to 
the size of the business. One would not ex- 
pect a one-man overall factory to have a 
double entry system, nor a million dollar 
typewriter manufacturer to have unsystem- 
atized records. Table 4 presents this re- 
lationship. 

It can be seen from this table that with 
businesses of less than $5,000 a complete 
absence of books was frequent. When the 
income was $5,000 to $10,000, unsystem- 
atized records and single entry systems were 
the predominant forms, with a few firms 
operating without any books and a few hav- 
ing double entry systems. In the next cate- 
gory of business size, $10,000 to $20,000 gross 
income per year, the same two types of book- 
keeping remained in the majority, but the 
relationship changed, unsystematized records 
decreased considerably while single entry sys- 
tems increased. After the business reached 
$20,000 gross income, single or double entry 
systems were the great majority, and the 
firm which used only unsystematized records 
or none at all was highly unusual. At $40,000 
to $50,000 sales a year the two systems were 
equally in use, after that double entry be- 
came rapidly the more usual and only one 
firm was found with sales of $100,000 or 
more which did not use the double entry 
system. 

When a division was made in each type 
of record of those classified as adequate or 
inadequate it was found that 96% of the 
businesses having double entry systems were 
regarded as satisfactory in their records, 
80% of those having single entry systems, 
10% of those having unsystematized records, 
and 26% of those who had no books. 

All this refers to the total of the sample.* 
But such lumping together of the system 
of the man who sells meats and the man who 
makes revolvers is precarious without further 
analysis, taking into consideration differing 
accounting needs. A retailer, if he has a cash 
business, has comparatively slight bookkeep- 
ing requirements. A manufacturer must con- 
sider cost analysis more carefully than an 


8 Exclusive of chain organizations. 


entrepreneur in other types of business. A 
wholesaler, even a small one, has a special 
problem in accounts receivable. The remain- 
der of this paper will present the results of 
this investigation according to the type of 
business, as defined in the early part of the 
paper. 


Manufacturers 


The nature of manufacture, its dependence 
on machinery, on wideflung markets and 
large-scale buying, the relatively large cap- 
ital investment required, tends to make the 
manufacturing unit large. Yet in this city, 
the sample of every tenth manufacturer 
showed a model sized sales group of $1,000 
to $5,000 a year while the median manufac- 
turer had $20,000—$30,000 gross income a 
year. 

Table 5, page 279, summarizes certain 
aspects of the records of manufacturers. 
It has already been remarked that manu- 
facturers showed the highest degree of ade- 
quacy, 84% of all the firms in the sample 
measuring up to the minimum standards. 
In fact, there were no firms in the sample 
whose gross income was $20,000 or more a 
year who were regarded as keeping inade- 
quate records, despite the comparatively 
rigid requirements of bookkeeping applied to 
this type of business.’ In the categories of 
incomes of less than $20,000, there was no 
classification where adequacy was not more 
frequent than inadequacy. It should be 
pointed out, however, that in the smallest 
group, where sales were under $1,000 a year, 
and where there were only three cases in- 
cluding an overalls maker and peddler and a 
home manufacturer of polish, memoranda, 
or even no records at all were regarded as 
sufficient. 

Of all manufacturers, 64.4% used a double 
entry system of bookkeeping, 15.5% a single 
entry system, 8.9% unsystematized records 
and 8.9% had no permanent records at all. 
The table above shows that double entry 
systems were customary with manufacturers 
at the comparatively low gross income of 
$10,000-20,000 a year. Between $1,000 and 


® See appendix for details of standards of adequacy 
for each type of business. 
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TABLE 5 
MANUFACTURERS 
ADEQUACY OF ACCOUNTING RECORDS TYPES OF ACCOUNTING RECORDS 
i Adequate | | Ina Double entry | .. Unsystem- Totals 
—— |- ue | Yearly gross system Single entry atized None No. 

ee ota | income 

No.| % |No.| % | | No.| % |No.| % |No.| % |No.| % 

66.6| 1 | 33.3 | 3 | 0-$1,000 0 o | 0 o|1 | 33.3 | 2 | 66.6| 38 
75.0| 2|25.0| 8 | 1- 5,000 25.0 | 3 | 37.5] 1 | 12.5 | 2 | 25.0) 8 
3| 60.0} 2] 40.0) 5 | 5-10,000 2| 40.00} 1 | 20.0} 2 | 40.00) 0 | 0 5 
80.0] 1| 20.0) 5 | 10-20,000 3| 60.00| 2 |40.0| 0 | 0 0 | 0 5 
1/ 100.0} 0| 0 | 1 | 20-80,000 1| 100.00; 0 | 0 0 | 0 0 | 0 1 
3|100.0| 0| 0 | 8 | 80-50,000 2| 66.6 | 1 | 38.3] 0 | 0 0 | 0 3 
19| 100.0} O | 19 | 50,0000ver| 19 | 100.0 | 0 | 0 | 0 0 | 0 19 
$8| 84.4] 6/ 13.3 | 45% | 29 | 64.4 | 7 | 15.5 | 4 } 8.9 | 4 | 8.9] 45 


1 One unknown as to size, type books and adequacy included in total. 


$10,000, double entry, single entry, and un- 
systematized records seemed about equally 
usual, while ‘“‘no books”’ predominates in the 
smallest group. 

Almost three-fourths of the manufacturers 
took inventory and, with one exception, all 
whose income was $10,000 or more per year 
took it. The majority of all manufacturers 
with incomes above $5,000 obtained profit- 
loss figures and 74% of the total group in- 
cluded an itemized summary of expenses for 
the year. 62% of the manufacturers had at 
least an annual balance sheet; this was true 
of all firms whose business reached or ex- 
ceeded $20,000 yearly. 


Wholesalers 


A high proportion of adequacy was also 
found among wholesalers where 80% were 
adequate and 20% inadequate. Details of 


wholesalers’ books appear in the table below. 

This group contains the smallest number 
of businesses of any type in the sample. 
Therefore figures in subdivisions are par- 
ticularly precarious. It is impossible to say 
to what degree this is responsible for the 
mixed picture of adequacy in relation to size 
of business which is apparent in the smaller 
groups. Until the $30-40,000 gross income 
group is reached (see table 6) adequacy 
shows no relation to size. But at this point 

% (3 out of the 4 firms in this group) were 
adequate, and thereafter all groups were at 
least 50% adequate. After $100,000 gross 
income was reached, all wholesalers, with one 
exception, had adequate records. 

Again, double entry was the customary 
form of record, occurring 66% of the time, 
while 17% had single entry systems, 6% had 
unsystematized records and 11% had no 


TABLE 6 
WHOLESALERS 


ADEQUACY OF ACCOUNTING RECORDS | 


TYPES OF ACCOUNTING RECORDS 


Double Single Unsystem- | ,. 

Adequate | Inadequate Total Yearly gross entry ae atized No records | Totals 
otal! Income (8) No. 
No. | % | No. | No.| % | No.| % | No.| % |No.| % 

1 | 100.0! 0 | 0 1 0- 1,000 0| 0 0 | 0 0 | 0 1 100.0 1 
2 | 66.6| 1 | 33.3 3 1- 5,000 1| 33.3] 2 | 66.0| 0 | 0 0 | 0 3 
21100.0| 0 | @ 5-10, 000 1/50.0| 1 | 50.0} 0 | | 0 2 
3 | 60.0} 2 | 40.0] 5 | 10-20,000 0| 0 2 |40.0| 2 | 40.0! 1 120.0) 
83 | 75.0} 1 | 25.0| 4 | 20-30,000 3175.0] 0 0 0 0 1 | 25.0 4 
2 | 06:61 1 | 33.3 | 3 | 30-50,000 2\ 66.6] 0 0 0 0 1 | 33.3 3 
15 | 88.2 | 2 | 11.8| 17 | 50,0000ver| 16| 94.1] 1 0 | 0 0 | 0 17 
2% | 90.0] 7 [20.0 | 35 | TOTALS | 23 | 65.7 | 6 | 17.1] 2 5.7| 4 | 11.4] 35 


| 
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TABLE 7 
CoNTRACTORS 
ADEQUACY OF ACCOUNTING RECORDS TYPE OF ACCOUNTING RECORDS 
Adequate | Inadequate Unkn Gross Double Single Unsys- No Un- 
Records | Records wel) Ael Entry Entry |tematized| Records | known 1 
Income otal 

No.| % |No.| % |No| % No.| % |No.| % | Nol % | Nol % | Nol % 

8| 88.9] 1/ 11.1] 0] 0 0- 1,000} 0| 0 | 0 0 | 9/100 | o 9 
11 55.0 7 | 35.0 2) 10.0 1— 5,000 0 0 8 |40.0} 5 |25.0| 5 | 25.0) 2 |10.0) 20 
11 | 64.7 5 | 29.4 1 5.9 5-10, 000 2/ 11.8 9 |52.9) 3/17.6) 11.8) 1] 5.9) 17 
5 | 85.3 1 | 16.6 0 0 10-20 , 000 1 | 16.7} 3 |50.0| 2 |33.3| 0O 0 0; 0 6 

1 | 33.3 2 | 66.6 0 0 20 .30, 000 1 | 33.3 2 |66.6) 0 0; 0 3 
3 /100.0 0 0 0 0 30-50 , 000 1 | 33.3) |66.6; 0] 0 0 0 0; 0 3 
4 | 80.0 1 | 20.0 0 0 50-75 ,000 3 | 60.0} 2/|40.0} 0] 0 0 0 0/0 5 
12 |100.0 0 0 0 0 75,000 over} 12 |100 0; 0 0; 0 0 0 0/0 12 
0 | 0 0; 0 4 |100.0 | Unknown 1 | 25.0} 0] 0 0 0 0 3 |75.0) 4 
55 | 69.6|17/|21.5| 7] 8.9| orars | 21 | 26.6) 24 |30.4| 12 |15.2| 16 | 20.3] 6 | 7.6| 79 


books at all. The chart for wholesalers shows 
a strange mixture of records. Though all 
groups, after $20,000 gross income has been 
reached, showed at least 50% double entry 
bookkeeping, it does not become invariable 
until $150,000 is reached. Firms of income 
between $1,000 and $10,000 had either single 
or double entry, between $10—-20,000 they 
had either single entry, unsystematized rec- 
ords or no books at all, and wholesalers with 
no books continued up to $40,000 yearly 
income. 

The small number of firms (35) in this 
group may be giving a distorted picture, but 
there are great differences in the bookkeep- 
ing needs of wholesalers. He may sometimes 
be, in effect, a mere agent, buying only after 
orders have been placed with him and keep- 
ing no stock on hand. 

More than three-fourths of the whole- 
salers took inventory. Yet it was only after 
$40,000 yearly income had been reached that 
this became invariable. In the groups below 
it varied between 100% in the $5-10,000 
class, to 35% in the class below and 40% in 
the class above. At and after $20,000 at 
least 50% in each group took inventory. 

Statements of profit and loss were made up 
at least yearly, by three-quarters of the 
wholesalers. All whose income reached or 
exceeded $40,000 did this. Below this, the 
evidence was uncertain, as follows: $0—1,000 
income, 0%; $1-5,000, 33%; %$5-10,000, 
50%; $10-20,000, 40%; $20-30,000, 75%; 


$30-40,000, 50%. It can be seen that the 
tendency was only irregularly upward. 

After $40,000 a detailed expense analysis 
became usual.!° The balance sheet (drawn 
up by three-quarters of the total of whole- 
salers) became usual at $40,000 a year, 
though it occurred at least half of the time 
in all classes above $20,000. 


Contractors 


69.6% of the contractors kept records 
adequate for their needs, 21.5 were inade- 
quate and 8.9% unknown. The presence of 
the ‘“‘job books,” which was regarded as 
adequate, though not ideal, among small 
contractors, resulted in at least 50% ade- 
quacy in all groups but one (between $20- 
30,000). After $30,000 was reached all firms 
but one kept adequate records. The table 
below summarizes certain aspects of con- 
tractors’ records. 

Thirty percent of the contractors used the 
single entry system, though almost as many 
had double entry, 27%. Fifteen percent had 
unsystematized books and 20% had no books 
whatever. 

After a $40,000 yearly business was 
reached, anything but double entry records 
was most unusual and at and after $75,000 
double entry was invariable. 

No poring over the figures could yield 
grounds for prediction, however, on what 


10 “Usual” is employed here and elsewhere as apply- 
ing to over 50% of the group considered. 
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TABLE 8 
RETAILERS 
ADEQUACY OF ACCOUNTING RECORDS TYPE OF ACCOUNTING RECORDS 
Adequate | Inadequate) ,, ; Gross Double Single Unsys- No Un- 
Records | Records | Unknown | Annual Entry Entry |tematized| Records | known 
Income Total 
No| % |No| % |No| % (8)  |No| %|No| % | Nol % |No| % | No.| % 
“g|57.0| 6| 43.0] 0| | 01,000] | @]14.8| 10\71.4] o | 14 
19 | 21.3 | 70 | 78.7 0 0 1— 5,000 1 | 1.1) 14 |15.7) 26 | 29.3) 47 |52.8) 1 1.1) 89 
16 | 35.6 | 28 | 62.2 1 2.2 5-10, 000 2) 4.4) 14 |31.1) 22 |48.9| 0 0 45 
12 | 41.4 | 16 | 55.2 1 3.4 | 10-20,000 3 |10.3) 14 |48.3| 8 |27.6| 4/13.8| 0 0 29 
15 | 65.0 8 | 35.0 0 0 20-30 , 000 7 |30.4) 14 |60.9| 2); 8.7| 0 0 0 0 23 
| 81.5 5 | 18.5 0 0 30-50 , 000 9 \33.3) 17 1] 3.4) 0 0 0 0 27 
9| 75.0 3 | 25.0 0 0 50-75 ,000 5 |41.7| 6 |50.0) 1) 8.3 0 0 0 0 12 
16 |100.0 0 0 0 0 75,000 over} 13 |81.2) 3 /|18.8) 0 0 0 0 0 0 16 
0; 0 0 0 1 100 .0 | Unknown 0; 0 0; 0 0 0 0 0 1 |100.0 1 
117 | 45.7 | 53.1 3 1.2 TOTALS 40 |15.6) 84 |32.8| 62 | 24.2 | 68 | 26.6) 8} 256 
type of records will be found when the con- Thirty-eight percent of the contractors 


tractor does less than $30,000 a year, except 
that when not even $1,000 is reached books 
are unknown and that above $5,000 some 
sort of books are kept by all but a small 
fraction. Unsystematized books, usually the 
job books, were most frequent between 
$20,000 and $30,000. 

Only a third of the contractors took stock 
inventory. This is largely because the con- 
tractor commonly buys only as a particular 
job requires. Even the large building con- 
tractor sometimes says that he finds it cheap- 
er to leave his surplus on the ground rather 
than have it carted away. There appears to 
be little relationship between the volume of 
a contractor’s business and whether he will 
or will not take inventory. 

The statement of profit and loss is a differ- 
ent matter. Only 47% of all contractors ob- 
tained this figure. Until the business reached 
$10,000 yearly it was more customary not to 
find profit-loss than tofind it. Between $10,000 
and $20,000, 83% of the contractors worked 
this out; between $20,000 and $30,000 only 
one-third; all contractors who reached or 
surpassed $30,000 a year did compile this 
statement. 

Fifty-one percent of the contractors had a 
knowledge of expenses; 8% simply summa- 
tized as “‘general expenses,” 43% analyzed 
in detail. This knowledge became usual after 
the business had reached $20,000 a year and 
invariable at and after $30,000. 


drew up a balance sheet of assets and lia- 
bilities. This was not usual, however, until 
a volume of $20,000 was reached, but was 
invariable with all businesses that reached 
or exceeded $30,000 a year. 


Retailers 


Both in adequacy of books and in type of 
records kept, retailers show a sharp cleavage 
from the other types of enterprise. Forty-six 
percent of the retailers were regarded as 
keeping records adequate for their needs, 
53% kept inadequate records and 1% were 
unknown. Taking retailers as a whole, then, 
poor records were somewhat more usual than 
good ones. This is apparent from the above 
table. 

It is a question whether averages taken for 
so large a group and one containing such 
different enterprises can represent anything. 
Automobile sales rooms and butcher shops 
are both organizations of retail trade. There 
any resemblance ends. To supply a more 
careful analysis, retailers were subdivided 
into seven groups having elements of allied 


needs.!! 


1 Examples of arbitrary grouping of retailers into 
categories: (1) hardware, furniture, radio (2) dry goods, 
leather, jewelry (3) groceries, meats, fruit and vegetable 
stores (4) cigars, drugs, bakeries (5) auto repairs and 
accessories (6) women’s wear, men’s wear, shoes (7) 
cleaners, dyers, laundries. In general this classification 
follows that of Professor Douglas. 
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Within these groups, it can be seen how 
greatly the adequacy of records differed. 


TABLE 9 
Recorps 


No. Number 
Group Adequate Adequate | in Group 
1 10 | 58.8 17 
2 23 | 57.5 40 
3 18 | 97.7 65 
4 4 | 471 | 51 
5 Q4 } 64.8 37 
6 13 65.0 | 2 
7 5 19.2 | 26 
TOTAL | 117 45.7 


According to these figures, it would be 
most unusual for a cleaner and dyer or grocer 
to keep adequate records and slightly un- 
usual for a furniture store or a men’s haber- 
dashery not to do so. In none of these sub- 
groups, however, does the extent of adequacy 
equal the averages for any of the other types 
of business. 

It has been said that the retail group con- 
tains the largest proportion of smaller firms. 
The model income for this group was be- 
tween $1,000 and $5,000 and the median be- 
tween $5,000 and $10,000. It might almost 
appear that there was no difference in ade- 
quacy between types of business; that it all 
depended on size. Within a certain range, 
this is true; that is, all types of business were 
predominently adequate after $40,000 in- 
come had been reached. 


Types of Records 


Retailers favored single entry systems—or 
no books. A third of all retailers used single 
entry systems of books. On the other hand, 
27% had no books at all, 24% had unsys- 
tematized books and only 16% used the 
double entry system. The figures show an 
unusually consistent trend. It can be seen 
that no books at all were customary until 
the business volume reached $5,000 a year, 
that at $5,000 unsystematized records be- 
came prevalent, giving place at $10,000 to 
the single entry system with “no books” 
becoming rare, and continuing to be mainly 
single entry until $75,000 volume was at- 
tained, after which, with the single exception 
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of a group containing one case, double entry 
predominated overwhelmingly. 

It is rather surprising that only 45% of the 
retail dealers took inventory, when one re- 
flects that merchandise is an inseparable 
part of such a business. It was in the smaller 
sales groups that inventory was least fre- 
quent; only 19% of the retailers selling be- 
tween $1,000 and $5,000 took it, 38% of 
those between $5,000 and $10,000; above 
that it was customary. 

The proportion of retailers that obtained 
a figure on profit-loss was slightly less than 
those that took inventory, namely 43%, 
Until the business reached $20,000 a year, 
the majority did not. “How do you know 
whether you made or lost money?” the field 
worker asked in these cases. 

“Tf [I’ve got more in the bank this year 
than last ’'ve made money”; “If I can pay 
my bills I’m all right”; or even, “I don’t 
know, I’d rather not,” were types of an- 
swers. 

Only a fourth of this group drew up bal- 
ance sheets. They became usual after the 
firm reached $30,000 income but only by a 
narrow margin; and it was not until $50,000 
was reached that at least two-thirds of all 
groups did this. 

Forty-four percent had totalled expenses 
for the year—in 11% simply summarized, 


oc 


in 33% analyzed into separate items. 


Chains and Branch Organizations 


The chains and branches in this sample 
study, thirty-seven in number, represent a 
peculiar type of business record. Little was 
left to the initiative of a branch which could 
be done at the main office. Consequently, 
there were almost always two aspects of the 
records to be considered; (1) those cared for 
by the local organization; and (2) those un- 
der the control of the main office. 

The chains and branches were, even when 
only the individual local unit is considered, 
considerably larger than the independent 
firm, 60% of them had more than $50,000 
business per year, the mode was $40—50,000 
sales and the median between $75,000 and 
$100,000. 

The size of the organizations to which 
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these chain and branches were attached can- 
not be stated with any reliability because 
known in only 75% of the cases, but in 46% 
of the known cases, yearly sales exceeded a 
nillion. 

Eleven per cent of the branch and chain 
organizations were manufacturers, 16% 
wholesalers, 24% contractors and 48% re- 
tailers. 

The adequacy of the sum of records kept 
both locally and in a central office appeared 
invariable where known; but information is 
extremely incomplete. Only two branches 
kept complete records locally, both double 
entry, and this was because these branches 
formed the bookkeeping center for the rest 
of the units. In three others, partial double 
entry systems were kept but did not include 
major expense items. A single entry system 
was kept locally in 22% of the branches, 
double entry in 13.5%, unsystematized books 
ormemos in 62%. In 2% type was unknown. 

With the exception of the two firms men- 
tioned, who were also bookkeeping centers, 
no local organizations had complete records 
covering both income and expenses. 

To complete information, a modified 
schedule was mailed to the central offices. 
Those who returned them invariably kept 
double entry systems, obtained trial bal- 
ances, profit and loss statements ranging 
from monthly to yearly, drew up balance 
sheets monthly to yearly and took inven- 
tory, often sending out a man from the cen- 
tral office several times a year for that pur- 
pose. In four cases, where the central organ- 
ization was almost of the size, say of Stand- 
ard Oil, and known on the stock exchange, 
it was assumed that records were sufficient. 
There still remained, however, one-fourth of 
the central organizations from which no 
reply was received and the presence of so 
great an unknown quantity makes tables 
useless. 

The types of records kept locally were, on 
the whole, very similar. A typical description 
follows, both of local and of central office 
records. 


_ Retail electrical accessories, local business $50— 
‘9,000 yearly, total of chain $400-500,000. Major 
expenses were paid directly by main office. A 
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petty cash fund was kept in a local bank for small 
expenditures. To the main office was sent daily, 
on its own form, a record of cash receipts, charge 
sales, with a duplicate of charge sales slips, and 
a record of any petty expenses incurred during 
the day. A card file of triplicate of charge sales 
was kept in the store. In this case, the local firm 
took its own inventory yearly and partial inven- 
tories when requested. 

The central office kept a double entry set of 
books, with cash journal, voucher register, sales 
book and general journal for original entry and 
customers, general and expense ledgers. It took 
a trial balance, an estimated profit loss and bal- 
ance sheet monthly, which was completely re- 
vised yearly. The system included detailed ex- 
pense analysis. 


SUMMARY AND RECAPITULATION 


In this study of the bookkeeping habits of 
a sample of every tenth enterpriser in a New 
England city of 150,000 we have found that 
only a little more than half possessed records 
which would enable them to obtain an ac- 
curate idea of costs and expenditures and 
to know where they were at in terms of 
money. Upon analysis we have found that 
only within certain groups did the custom- 
ary records correspond with the minimum 
requirements of this standard of adequacy. 
The great majority of manufacturers and 
wholesalers were both possessed of records 
adapted to their needs, contractors, though 
in lesser degree, were also apt to be equipped 
with suitable records while retailers, who 
comprised the great majority of enterprisers 
in the city, were predominately inadequate 
in their accounting equipment. 

Further, within all types of business, there 
has appeared the same tendency, though in 
varying degrees, for the enterpriser, as he 
grew larger, to have records adapted to his 
necessities, even though the necessary re- 
quirements were greater as business in- 
creased, so that practically no instances of 
inadequate records were found among enter- 
prisers having $100,000 or more of gross in- 
come per year. And, inversely, the adequacy 
of records was comparatively low inthe 
smaller businesses of all types. The great 
majority of all enterprises were small, though 
this was largely due to the number of re- 
tailers and contractors in the city and did 
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not hold true for the comparatively small 
number of manufacturers and retailers. 

The second point of investigation was that 
of customary types of records kept. Of the 
whole sample, single entry systems were the 
most frequent, fairly closely seconded by 
double entry systems. Of the whole sample, 
about one-fifth kept no books at all, and a 
slightly smaller proportion had scattered or 
unsystematized records. 

Unsystematized records or no records 
were frequent in businesses of $5,000 or less 
per year, at which point single entry systems 
expanded rapidly and a few double entry 
systems appeared. At $40,000 to $50,000 
income a year double entry systems became 
and remained in the majority of types of 
records. A considerable variety was found, 
however, between different types of business. 


APPENDIX—-STANDARDS OF ADEQUACY 


In this country, we do not have any laws pre- 
scribing books of account, except in certain spe- 
cialized businesses affected with a public interest. 
For example, the interstate commerce commis- 
sion has adopted a uniform system of accounting 
for all railroads, subject to the Interstate Com- 
merce Act, and the various states have prescribed 
the keeping of certain accounts for specified public 
utilities. We also have provisions of law concern- 
ing adequacy of records for purposes of revenue 
and for purposes of the national bankrupcy act; 
but these provisions have not operated to set a 
norm or standard of books of account in general. 
As a practical matter, these requirements simply 
mean that if the books are not adequate, the tax- 
payers may be at a disadvantage in the matter of 
taxation or the bankrupt may be at a disadvan- 
tage in the matter of discharge. For example, there 
are many cases in which the commissioner of in- 
ternal revenue has disallowed a claim for deduc- 
tion of invested capital on the ground that the 
books of account did not clearly reflect the in- 
vested capital of the corporation. 

An examination of court decisions where dis- 
charge had been refused a bankrupt on the ground 
of inadequate books disclosed no reference to any 
definite standard of adequacy. The statutory re- 
quirement of “records from which a knowledge 
of financial condition of business transactions 
might be ascertained” is modified by such rulings 
as: “if the occupation or business of the bankrupt 
were such that ordinarily no books of account 
would be kept . . . the failure to do so would not 
be sufficient to refuse to grant a discharge.” 
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Such judgments confuse customary records with 
those which perform the function of disclosing 
business transactions (the statutory requirement) 
because the aim of both standards is not business 
efficiency but detection of bankruptcy fraud. 

Since no official standard was available, only 
two methods were open. The first was to take 
a standard based on custom, i.e. average practice 
among enterprisers. The difficulties of such a 
standard are numerous. Different sizes of business 
may require differing types of books. The types 
of books may further depend upon the type of 
business. And above all it may be that the average 
business of any given group may not be keeping 
books which are nearly sufficient for the needs 
of the business. 

The second method was to take what may be 
called a professional standard. The standard pre- 
scribed by accountants in the present investiga- 
tion was “records from which, with reasonable 
effort, an owner is enabled to get his total of ex- 
pense and expenditure and determine, with fair 
accuracy, his business loss and gain.” The records 
should give a reasonably accurate knowledge of 
the amount and source of the cash receipts, the 
amount and disposition of cash disbursements, an 
analysis of the income and the major expenses of 
the business, an estimate of the financial con- 
dition at a given time, an evaluation of the in- 
ventory unless the business requires no inventory, 
and of the assets and liabilities. In addition: 
permanency of records, and reasonable accuracy 
and ease in the compilation of data and availa- 
bility of material once recorded. 

Such a standard, or set of standards, could 
not be applied absolutely; but had to be adjusted 
to the types and sizes of business. A small owner 
with a cash business and no assistant, whose over- 
head is simple and fixed, consisting of rent, heat, 
light and a certain sum for himself, might be re- 
garded as having adequate records if they covered 
only amounts taken in. On the other hand, an- 
other business of the same size, with credit sales, 
a shifting inventory, and an assistant, would re- 
quire more. 

From this point of view, the application of the 
test depended on complexity of transactions as 
well as on the size of the firm. Any information 
on accuracy was also taken into account. 

What the accountant’s basic standard of judg- 
ment was (whether high or not) can be best 
judged by the following examples: 


MANUFACTURERS 


It would be impossible to describe the require- 
ments of each separate type and size of manufac- 
12 National Bankruptcy Act, Section 14(b). 
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turer. The records below, presenting one set of 
adequate records for a model size manufacturer, 
a maker of small hardware, present neither an 
ideal system nor one too near the border of inade- 
quacy : 

Double-entry system. Books of original en- 
try: Cash receipts and disbursements, columnar- 
ized to show (1) under Receipts (a) customers, 
(b) cash sales if important in business, (c) cash 
discounts if allowed, (d) misc.; (2) under dis- 
bursements, (a) payments to creditors, (b) dis- 
counts received, (c) cash expense (d) cash pur- 
chases if any made (e) misc. Columnar purchase 
book, for expense and purchases, possibly sub- 
divided into types such as iron, steel, wood, etc. 
Sales book, columnarized if a few items are 
manufactured. General journal, columnarized 
for customer, creditor, expense and misc. 

Ledgers: Customers and creditors ledgers (un- 
less number of either does not warrant, in 
which case general ledger would be used). 
General ledger. Expense ledger, reasonably sub- 
divided into principal expenses such as rent, 
depreciation, direct labor, repairs, taxes, etc. 
A check book and a petty cash system would 
probably also be present. A trial balance, 
taken monthly. A profit-loss analysis made 
quarterly to yearly, a balance sheet yearly. 
Yearly physical inventory or checking of per- 
petual inventory. 


Few firms follow exactly any particular pattern. 
Two descriptions of manufacturers in the same 
sales class ($10—20,000 a year) give some idea of 
this. The first we regarded as inadequate, the 
second as adequate. 

Soda products factory. A single entry system, 
consisting of an expense book, an accounts re- 
ceivable ledger and a check book, cared for by 
either of two partners. Once a year, a rough 
estimate was made of inventory. At that time 
an accountant came in, went over accounts re- 
ceivable and unpaid bills, added expense and 
check book and made out income tax. Some 
cash sales were made but not recorded. No 
balance sheet drawn up. 

Ladder factory. Double entry system, with a 
customers’ ledger, a creditors’ ledger and an 
expense and general ledger combined. There 
was a cash receipts and disbursements journal. 
Trial balance was taken monthly, inventory 
and balance sheet yearly. A yearly profit-loss 
contained analyzed expenses under such heads 
as salaries, heat-light, insurance, etc. 


WHOLESALERS 
As typical of the accountant’s standard, the 
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books described below represent one standard for 
a wholesaler of the middle size ($40-50,000 a 
year) dealing in fancy canned goods and coffee. 


Double-entry system. Books of original 
entry: Sales book, columnarized into items sold, 
such as spices, coffee, rice. Purchases book, co- 
lumnarized after headings of sales book with ex- 
penses and creditors added. Cash books: re- 
cetpts, with columns for sales, customers, dis- 
counts, allowance and misc.; disbursements, 
which may also be put in columnar check book 
or in separate cash book, with columns to show 
discounts received, creditors, with names and, 
possibly, cash purchases, itemized as in sales 
and purchase books. General journal, with cus- 
tomers—credit, expense and misc., debits and 
credits. 

Ledgers: General ledger. Expense ledger, which 
might, however, be included in the general 
ledger, Customers’ and Creditors’ ledger. 

An inventory semi-yearly (if there is stock 
on hand) and, perhaps, partial perpetual in- 
ventory. A yearly profit and loss statement and 
balance sheet. 


In the two systems described below, both were 


of more than a million sales. The first was felt to 
be inadequate, the second adequate. 


Farmers’ supplies. Double-entry system with 
a combined expense and general ledger and a 
combined accounts receivable and accounts 
payable ledger. There were also cash, purchases 
and sales journals and a cash book. Trial bal- 
ance four times a year. Annual profit-and-loss 
statement, with expenses unanalyzed and only 
such items separated as needed for income tax. 

Meats. A combined general and expense 
ledger, a customers’ ledger and a creditors’ 
ledger, a cash receipts and disbursements jour- 
nal, a purchases, a sales and a general journal. 
Trial balance and profit-loss taken weekly. 


CONTRACTORS 
For a median size plumbing and heating con- 


tractor a type of adequate books would be some- 
thing like this: 


A cashbook, simple for receipts and colum- 
narized for disbursements into: labor, material 
and misc. If total were brought forward, no 
ledger would be necessary. The cash book, if 
in form of a cash journal, should have cash 
credit, debit materials, labor: sales and misc. 
—debit and credit. A general journal for labor, 
materials, sales debit and credit. A simple 
general ledger account for each important item 
such as cash, individual accounts receivable, 
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misec., materials, labor and overhead. Memo- 
randa for each job should be kept, showing 
contract price, material and labor costs and 
allowance for overhead, unless this is known 
to have been estimated in the contract. These 
job records, if used with a check book, may 
serve as a substitute for other records when 
the business is of this size or they may be used 
as original memoranda for entry into the books. 

When the double-entry system is used, how- 
ever, a monthly trial balance is included in the 
standard. A yearly profit-loss figure and a 
yearly inventory of stock, if there is stock on 
hand. An evaluation of assets and liabilities 
yearly, though this need not be put down in a 
formal balance sheet. 


Since the model group is between $1,000 and 
$5,000 business volume a year, the two contrac- 
tors whose records are described, the first re- 
garded as inadequate and the second as adequate, 
were taken from this group. 


Woodwork and plaster contractor. One part- 
time assistant. Keeps no other record than a 
small note book where amounts due him are 
jotted down. 

Pumps and wells installed largely for neigh- 
boring farmers. A single-entry system with a 
cash and sales book, a purchases and expense 
book, a petty cash book and a general ledger. 
Invoices are listed on sheets. 

No trial balances taken, no balance sheet 
made up. Yearly inventory and yearly state- 
ment of profit and loss, with analyzed expenses. 


RETAILERS 


The activities of differing kinds of retail busi- 
nesses vary so greatly that it was considered 
necessary to subdivide them into seven groups 
having elements of allied needs and including 
(group 1), radio, refrigerator, hardware, furniture 
(2) dry goods, leather goods, jewelry and gifts; 
(3) groceries, meats, fish, fruit and vegetables; 
(4) restaurants, drugs, cigars and cigarettes; (5) 
auto sales and repairs, accessories; (6) women’s 
and men’s wear, shoes; (7) cleaners and dyers, 
laundries. 

Typical of adequate systems for these groups 
are the following: 


(1) Furniture. $100,000 yearly sales. A cash 
system (not voucher) which would include: 
receipts, columnarized into cash debit, custom- 
ers, cash sales, possibly by departments, dis- 
counts and misc.; disbursements, columnarized 
into cash credit, creditors’ discounts, expense 


and misc., Purchases books, columnarized into 
creditors, expense control, misc., and possibly, 
departments. Sales journal, by customers and, 
probably, departments. General journal, misc. 
debit and credit, customers’ credit, creditors’ 
debit, expenses, debit and credit. 

Ledgers: general, accounts receivable, accounts 
payable. 

A monthly trial balance, a profit-loss state- 
ment, semiyearly or at least yearly. A balance 
sheet yearly. A perpetual inventory of large 
items and a physical inventory of all seasonally 
or at least yearly. 

(2) Groceries, $5—-10,000 a year, cash receipts 
and disbursements including purchases and sales, 
creditors, discounts and misc. 

Customers and creditors ledger or ledgers. 

A single-entry system would also be sufficient 
however, if it provided an individual balance 
of customers’ accounts, a record of purchases 
and sales, an individual record of creditors, a 
record of cash receipts and disbursements with 
a balance and some analysis of expense. 

A yearly inventory, a profit-and-loss state- 
ment sufficient for income tax purposes yearly 
and a balance sheet when needed. 

(3) Women’s or Men’s Wear, $10—20,000 a 
year. Double entry. Cash receipts and disburse- 
ments, either together or separate, receipts co- 
lumnarized into cash debit sales, cash sales, 
customers and misc. disbursements into cash- 
credit-debit-columns creditors, cash, credit pur- 
chases, misc. mail sales item or items, and cred- 
it, discounts received. Sales books, columnar 
according to analysis desired, cash journal, 
probably simple in form. 

Ledgers: general, including expense, custom- 
ers’ and creditors. 

A single-entry system would be sufficient if 
it provided the following information: cash re- 
ceipts and disbursements, with sales and pur- 
chases itemized, individual customers and 
creditors accounts, expense accounts. There is 
an endless variety of such systems, handling 
sales, accounts receivable, purchases and cash. 
A file of creditors’ bills is also possible. 

Profit-loss statement yearly, balance sheet 
as needed, preferably yearly; inventory, where 

possible seasonally, otherwise yearly and a per- 
petual inventory of one predominating large 
item, if there is one, such as men’s suits. 

(4) Cleaner and dyer, $1—5,000 sales yearly. 
A record of cash receipts (1) cleaning, (2) re- 
pairs, a record of cash disbursements, simple, and 
of goods handled for customers. No inventory 
or statements required. 
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A METHOD OF SECURING A STATEMENT 


OF APPLICATION OF FUNDS 


WALTER YOUNG 


rious state boards, problems are often 

given requiring the preparation of a 
statement of application of funds. Where 
the data necessary for solution are few, prob- 
lems of this type can be worked out without 
the use of working papers merely by noting 
the increases and decreases in the balance 
sheets at the beginning and end of the period. 
Where the transactions are numerous, it is 
common practice to resort to the use of work- 
ing papers. The working-paper method is 
the plan usually followed in presenting the 
theory of the statement of application of 
funds to students by text books in accounting. 

In the examination room it is essential 
that the candidate for a certificate not only 
know the principles necessary to solve a 
problem involving sources of funds and their 
application, but also be able to complete 
the assignment within the time limit. Since 
the working-paper method involves too much 
time, the applicant can solve the problem 
by noting the increases between the balance- 
sheet dates. Herein lies a danger because the 
applicant in his haste to complete the prob- 


I: EXAMINATIONS conducted by the va- 


lem may in some way get his computations 
out of balance and thus be unable to reach 
a satisfactory conclusion. 

A statement of sources and applications 
of funds deals primarily with the items out- 
side of the current-asset-and-liability section 
of the balance sheet. The following rules 
have been designed to aid in securing a solu- 
tion: 

Debits-Application of Funds 

Increase in Fixed Assets 

Decrease in Fixed Liabilities 

Decrease in Capital 
Credits-Sources of Funds 

Decrease in Fixed Assets 

Increase in Fixed Liabilities 

Increase in Capital 


By applying these rules to the transactions 
given in the problem the candidate by a 
process of ledger transfers can reach the 
required solution. 

In the November 1925 examination of the 
American Institute of Accountants the fol- 
lowing problem was given. It should be 
solved in one hour and forty-five minutes or 
less as it was a 35-point problem. 


PROBLEM 
From the following data, prepare an application-of-funds statement for the calendar year 1924. 


XYZ Company 


ASSETS 
Current Assets: 


Cash in banks and on hand....................... 

Accounts receivable, less reserve for bad debts. . . . 
Due from affiliated companies..................... 


Deferred Charges: 


Unamortized bond 


Investments: 


Outside investments. ..... 


Increase 
December or 

1923 1924 Decrease 
_... 152,928.16 $ 221,314.90 $ 68,386.74 
41,368.00 85,618.20 44,250.20 
Aik 249 , 628.30 378 , 920.62 129 , 292.32 
116, 283.25 146 , 962.18 30 , 678.93 
896 , 762.80 950 ,319.60 53,556.80 


$1,456,970.51 $1,783,135.50 $ 326,164.99 


$ 36,000.00 $ 36,000.00 
29,615.25 47 , 837.90 18, 222. 65 
$ 29,615.25 $ 83,837.90 $ 54,222.65 
_... 643,828.76 $ 668,828.76 $ 25,000.00 
227,396.40 208,316.80 19,079. 60* 
$ 871,225.16 $ 877,145.56 $ 5,920.40 
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Fixed Assets: 


Land, building, machinery, equipments, etc............. $2,392.875.40 $3,380,317. $ 987,442.50 
Less, reserve for depreciation 465 , 928.15 562 , 928.6 97,000.47 


$1,926 947.25 $2,817.389. $ 890,442.03 


$4, 284,758.17 $5,561, 508.24 $1 , 276 , 750.70 


LIABILITIES AND NET WORTH 

Current liabilities... . 215,962.10 $ 127,824. 88 , 137. 99* 
Accounts payable 230 ,000.00 170,000. 60 , 000. 00* 
Dividends payable. ... 68 ,048. 50 79,138. 7: 11,090.25 
Accrued interest taxes, etc. 87 ,368.20 96 ,218. 8,850.70 


601 ,378.80 473,181. 128 , 197 .04* 
Ten-year 6% gold bonds dated January 1, 1924........... 500 ,000. 500 ,000. 


Reserves: 
Employees’ pension fund 2,619.30 3,500. 881.5 
Dredging reserve 6,927.60 7,317.19 389. 
Contingencies 120,615.40 122,876.45 2,261.05 


130 , 162.30 133,694. 3, 532. 


Net Worth 
Capital stock, preferred. . $ 174,200.00 $ 236,500. 62,300. 
Capital stock, common 2,600 ,000.00 3,000,000. 400 ,000. 
Capital surplus........ 479 326. 479 
Earned surplus.. . 779,017.07 738 , 805.8% 40,211. 


$3 553,217.07 $4,454,632.04 $ 901,414. 


$4, 284,758.17 $5,561,508. $1, 276.750.07 


* Rep 


On January 1, 1924, the company issued $500,000 par value 6% gold bonds due January 1, 1934. The bonds 
were sold at 92, the discount deferred to be amortized over the life of the bonds. 

Outside investments included stock in the B company which cost $55,000. The B Company failed during 1924 
and the stock was sold for $5,000. The loss was charged to the reserve for contingencies. Other worthless outside 
investments, carried on the books at $10,000, were absorbed in the current profit and loss. Other charges in this ac- 
count may be attributed to the sale of securities at their book value of $15,000 and the purchase of other securities. 

An appraisal of the plant as of January 1, 1924, taken up on the books as at that date, resulted in a considerable 
increase in the sound book value. The appreciation arising therefrom amounted to $496,452.60 and was credited to 
capital surplus. Extensive additions and improvements were made from the proceeds of the bond issue. Depreciation 
was computed upon the appraised property values and amounted to $132,716.90 for 1924. It was found that 
$17,126.50 of this amount represented depreciation on the appreciation element in the book value of the fixed as- 
sets and this depreciation on appreciation was carried to capital surplus. A brick storehouse was abandoned and 
torn down in order to make room for plant extensions. The original cost of this building, $30,000, had been entirely 
written off to depreciation reserve and the salvage, after removal costs, amounted to $5,000. Actual expendi- 
tures for renewals and replacements charged directly to the depreciation reserve amounted to $10,716.43. 

In addition to the worthless securities charged to contingencies reserve a federal tax assessment for the year 1920, 
amounting to $47,738.95, was charged thereto. As a result of these unusual charges, the directors voted to ap- 
propriate $100,000 of surplus to increase this account. A charge of $1,200 was made against the pension reserve 
and $4,560.90 against dredging reserve. 

On July 1, 1924, a common stock dividend was declared which increased the stock outstanding to $3,000,000. 

The cash dividend transactions of the company were as follows: 


Preferred Common Date declared Date paid 

$3 ,048. 50 $65,000.00 Dec. 31, 1923 Jan. 15, 1924 
3,325.00 65,000. 00 Mar. 31, 1924 Apr. 15, 1924 
3,500.00 65 ,000 . 00 June 30, 1924 July 15, 1924 
3,717.00 75,000.00 Sept. 30, 1924 Oct. 15, 1924 
4,138.75 75,000.00 Dee. 31, 1924 Jan. 15, 1925 


Net profit for the year, carried to surplus, was $754 , 469 .53. 


The method to be followed is to set up and decrease. One account may be opened 
ledger accounts for each item of increase for Working Capital and one account for 
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each of the other items in which there have 
been increases or decreases. Although shown 
in detail in the solution, the working-capital 
account can be set up as follows: 


Increases Working Capital Decreases 


Asgiven inthe problem 326,164.99 
Asgivenin the problem 128,197.04 

The ledger or T accounts appearing here- 
inafter contain items marked #1. These were 
the figures as given in the problem. This is 
the starting point in solving as it represents 
the increases or decreases in the interim 
which must be accounted for in some man- 
ner. Journal entries (a) to (q) are then 
made and posted to the accounts. It must be 
kept in mind that these journal entries would 
not be made on paper by the candidate but 
made mentally and recorded directly by 
ledger transfers to the accounts affected. The 
journal entries are given here for conven- 
ience in verifying the solution. 

After recording entries (a) to (q) which 
give effect to the transactions indicated by 
the problem, close out all accounts with open 
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balances to an account showing the applica- 
tion and sources of the funds. Only one ac- 
count is necessary, the credits representing 
the sources and the debits the application. 
For convenience two separate accounts are 
shown in the solution and entries A to K 
show the transferring of the accounts with 
open balances to the application and sources 
accounts from which the final statement is 
prepared. 

It must be remembered that in the actual 
solving, journal entries A to K would be 
nothing but ledger transfers. The statement 
of applications of funds may be prepared 
without making these closing entries directly 
from the accounts with open balances. If 
the accounts are balanced by closing, the 
statement is then prepared from the Applica- 
tion and Sources of funds accounts. 

It is hoped by the writer that any candi- 
date who has had difficulty in solving this 
type of problem, will carefully review this 
method with the idea that in a future exam- 
ination he may be able to secure the required 
solution within a reasonable time. 


On January 1, 1924, the company issued $500,000 par value 6% gold bonds due January 1, 1934. The bonds were 
sold at 92, the discount deferred to be amortized over the life of the bonds. 


Bonds Payable 
Sources of Funds 
Sale of bonds. 


Unamortized Bond Discount 
Increase in Capital through Profits 
Increase capital by amount of writeoff. 


$500 ,000.— 
$500,000. — 


4,000.— 
4,000.— 


Outside investments included stock in the B Company which cost $55,000. The B Company failed during 1924 
and the stock was sold for $5,000. The loss was charged to the reserve for contingencies. 


Outside Investments 
Sources of Funds 
Sale of Investments. 


Outside Investments 
Reserve for Contingencies 
Reversing entry. 


lo 


Outside Investments 
Increase in Capital through Profits 


To increase the investments to original amount. 


50,000. — 


Other worthless outside investments, carried on the books at $10,000 were absorbed in the current profit and 
Ss. 


10,000 — 
10,000. — 


Other charges in this account may be attributed to the sale of securities at their book value of $15,000 and the 


purchase of other securities. 
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(f) 
Outside Investments $15 ,000.— 
Sources of Funds $15,000. — 
Sale of investments. 


An appraisal of the plant as of January 1, 1924, taken up on the books as at that date, resulted in a considerable 
increase in the sound book value. The appreciation arising therefrom amounted to $496,452.69 and was credited 
to capital surplus. Extensive additions and improvements were made from the proceeds of the bond issue. 


(g) 
Capital Surplus 496 , 452.69 
Land, Buildings, Machinery, Equipment 496 452.69 
To reverse appraisal increase. 


Depreciation was computed upon the appraised property values and amounted to $132,716.90 for 1924. It was 
found that $17,126.50 of this amount represented depreciation on the appreciation element in the book value of the 
fixed assets and this depreciation on appreciation was carried to capital surplus. 


(h) 
Depreciation Reserve 132,716.90 
Increase in Capital through Profits 115,590.40 
Capital Surplus 17,126.50 


To reverse Depreciation. 


A brick storehouse was abandoned and torn down in order to make room for plant extensions. The origina! 
cost of this building, $30,000, had been entirely written off to depreciation reserve and the salvage, after re- 
moval costs, amounted to $5,000. 


(i) 
Depreciation Reserve 5 ,000.— 
Sources of Funds 5,000.— 
Salvage from storehouse. 
(j) 
Land, Building, Machinery, Equipment 30 ,000.— 
Depreciation Reserve 30 ,000.— 


To reverse. 


Actual expenditures for renewals and replacements charged directly to the depreciation reserve amounted to 
$10,716.43. 
(k) 


Application of Funds 10,716.43 
Reserve for Depreciation 10,716.48 
To record expenditures for Renewals. 


In addition to the worthless securities charged to contingencies reserve a federal tax assessment for the year 
1920, amounting to $47,738.95, was charged thereto. 
(1) 


Application of Funds 47,738.95 
serve for Contingencies 47,738.95 
To record expenditures for Federal Taxes. 


As a result of these unusual charges, the directors voted to appropriate $100,000 of surplus to increase this 
account. 
(m) 


Reserve for Contingencies 100 ,000.— 
Surplus 100 ,000.— 
To reverse. 


A charge of $1,200 was made against the pension reserve and $4,560.90 against the dredging reserve. 
(n) 
Application of Funds 1,200.— 
Pension Reserve 1,200.— 
To record expenditures for Pensions. 
(0) 


Application of Funds 4,560.90 
Dredging Reserve 4,560.90 
To record expenditures for Dredging. 


On July 1, 1924, a common-stock dividend was declared which increased the stock outstanding to $3,000,000. 


(p) 
Capital Stock, Common 400 ,000.— 
Surplus 400 ,000.— 
To reverse. 
Dividends paid on Preferred stock 14,680.75 


Dividends paid on Common stock 280 ,000.— 
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Statement of Application of Funds 


(q) 
Application of Funds—Common Dividend $280 ,000.— 
Application of Funds—Preferred Dividend 14,680.75 
Surplus $294 , 680.75 
To show dividends paid as an application. 
A 
Application of Funds 454 , 362.03 
Working Capital 454 , 362.03 
To close Working Capital account. . 
Sources of Funds 40 ,000.— 
Unamortized Bond Discount 40 ,000.— 
To close Unamortized Bond Discount. ‘ 
Application of Funds 18. 222.65 
Other Deferred Charges 18 , 222.65 
To close Other Deferred Charges. a 
Application of Funds 25 ,000.— 
Investments Affiliated Companies 25 ,000.— 
To close Investments Affiliated Companies. . 
Application of Funds 60 , 920.40 
Outside Investments 60 , 920.40 
To close Outside Investments. . 
Application of Funds 520 , 989.81 
Land, Buildings, Machinery, Equipment 520 , 989.81 
To close Land, Buildings, etc., account. 
G 
Reserves—Employees Pension Fund 2,081.50 
Increase in Capital through Profits 2,081.50 
To close Reserve—Employees Pension Fund. 
H 
Dredging Reserve 4,950.49 
Increase in Capital through Profits 4,950.49 
To close Dredging Reserve. . 
Capital Stock, Preferred 62 ,300.— 
Sources of Funds 62 ,300.— 
To close Capital Stock Preferred. 
J 
Earned Surplus 754 , 469.53 
Sources of Funds 754, 469.53 
To close Earned Surplus. K 
Increase in Capital through Profits 136 ,622.39 
Sources of Funds 136 ,622.39 
To close Increase in Capital. 
Working Capital 
Increase Decrease 
Cash (#1) 68,386.74 Dividends Payable (#1) 11,090.25 
Notes Receivable (#1) 44,250.20 Accrued Interest, Taxes (#1) 8,850.70 
Accounts Receivable less: Reserve Application of Funds A 454,362.03 
(#1) 129,292.32 
Due from Affiliated Companies (#1) 30,678.93 
Inventories (#1) 53,556.80 
Current Liabilities (#1) 88,187.99 
Accounts Payable (#1)  60,000.— 
Unamortized Bond Discount 
(#1) 36,000.— Reduction of Funds 
(b) 4,000.— Provided B 40,000.— 
Other Deferred Charges 
(#1) 18,992.65 | Application of Funds C 18,222.65 
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Investments—aAffiliated Companies 


Dredging Reserve 


(#1) 25,000.— | Application of Funds D 25,000.— Disc: 
Outside Investments 
(c)  5,000.— (#1) 19,079.60 
(d) 50,000.— E 60,920.40 
(e) 10,000.— 
(f)  15,000.— 
Land, Buildings, Machinery, Equipment, Etc. 
Expe 
(#1) 987,442.50 | (g) 496,452.69 Expe 
(j) 30,000.— Application of Funds F 520,989.81 i 
Expe 
Reserve for Depreciation Expe 
(h) 132,716.90 (#1) 97,000.47 Expe 
(i)  5,000.— (j) 30,000.— 
(k) 10,716.48 
Pare 
Pure 
Bonds Payable cad 
(a) 500,000.— | (#1) 500,000.— Pere 
Reserves—Employees Pension Fund 
Increase in Capital through Profits G 2,081.50 (#1) 881.50 
(n) 1,200.— Funds 1 
Profi 
Dredging Reserve Add: 
Sale « 
Increase in Capital through Profits H 4,950.49 (#1) 389.59 Less: 
(0) 4,560.90 
Sale 
Reserve for Contingencies Sale « 
Salva 
(m) 100,000.— (#1) 2,261.05 
(d) 50,000.— To 
(1) 47,738.95 
Which 
Capital Stock, Preferred Expe 
Sources of Funds I 62,300.— | (#1) 62,300.— Re 
Capital Stock, Common Payn 
Expe 
(p) 400,000.— | (#1) 400,000.— Pe 
Dr 
Capital Surplus De 
(g) 496,452.69 (#1) 479,326.19 Expe 
(h) 17,126.50 Expe 
Incre 
Earned Surplus 
To 
(#1) 40,211.22 Reserve for Contingencies (m) 100,000.— 
Sources of Funds J 754,469.53 Common Stock Dividend (p) 400,000.— 
Dividends Paid (q) 294,680.75 
Increase in Capital through Profits 
Sources of Funds K 136,622.39 Bond Discount Write Off (b) 4,000.— 
Investments Written Off (e) 10,000.— 
Depreciation (h) 115,590.40 
Employees Pension Reserve G 2,091.50 


4,950.49 
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Discount on Bonds B  40,000.— Sale of Bonds (a) 500,000.— 
Sale of Investments (ce) ,000.— 
Sale of Investments (f) 15,000.— 
Sale of Storehouse (i) 5,000.— 
Sale of Preferred Stock I 62,300.— 
Profits from Surplus Account J 754,469.53 
Increase in Capital through Profits K 136,622.39 

Application of Funds 

Expenditures for Renewals (k) 10,716.43 

Expendituresfor Federal Taxes (1) 47,739.95 

Expenditures for Pensions (n) 1,200.— 

Expenditures for Dredging (o) 4,560.90 

Expenditures for Common Dividends 

(q) 280,000.— 
Expenditures for Preferred Dividends 
(q) 14,680.75 

Increase in Working Capital A 454,362.03 

Expenditures—Deferred Charges C 18,222.65 

Purchase of Investments D = 25,000.— 

Purchase of Outside Investments E 60,920.40 

Purchase of Fixed Assets F 520,989.81 


Funds Provided : 
Profits for the Year 


Add: Back charges to profits which did not reduce the funds 


Sale of bonds 
Less: Discount 


Sale of Investment Securities 
Sale of Preferred Stock 
Salvage from Storehouse 


Total funds provided 


Which Funds were Applied as follows: 
Expenditures for Fixed Assets: 
Additions and improvements 
Renewals and replacements 


Payment of Federal tax assessment 
Expenditures for: 

Pensions 

Dredging 

Deferred charges 


Expenditures for investments 


XYZ Company 
STATEMENT OF SouRcES OF Funps AND THEIR APPLICATION 
January 1, 1924 To DecemBER $1, 1924 


Expenditures for common and preferred dividends 


Increase in working capital 


Total funds applied 


$754,469.53 
136, 622.39 


$520,989.81 
10,716.43 


1,200.— 
4,560.90 
18,222.65 


$1, 438,391.92 


$ 891,091.92 


$1, 438. 391.92 


531,706.24 
47,738.95 


23,983.55 


85,920.40 
294, 680.75 
454, 462.03 
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THE ACCOUNTING EXCHANGE 


Business Concerns Aas ACCOUNT- 
ING LABORATORIES 


N 1929, when the affiliation of Atlanta 
I University, then a co-educational col- 

lege of liberal arts, with Morehouse Col- 
lege for men and Spelman College for women 
was effected, the university under the affilia- 
tion agreement gave up its undergraduate 
departments and became a graduate school, 
the first in the far South open to Negro 
youth. By the terms of the agreement 
reached by the three Institutions, Morehouse 
College and Spelman College continued to 
offer work exclusively of the college level for 
young men and for young women, while 
Atlanta was responsible for the development 
of the graduate and professional depart- 
ments. 

The purpose of the affiliation was the elim- 
ination of all possible duplication of effort, 
overlapping of courses, reduction of adminis- 
trative and teaching costs, and the conse- 
quent strengthening of each of the constitu- 
ent institutions. While each is separate as 
far as its corporate entity and endowment 
funds are concerned, the three institutions 
whose campuses adjoin are operated as a 
unified educational system. 

When the graduate school of Atlanta Uni- 
versity was organized, and a Department of 
Economics and Business Administration 
made one of its principal components, the 
question of adequate laboratories naturally 
arose. The faculty of the department early 
concluded that while accounting taught ex- 
clusively in the classroom by competent 
teachers might prepare the student to pass 
his examination at the University, and per- 
haps to pass those required of certified pub- 
lie accountants, this procedure would not 
prepare men to render to business the ac- 
counting service and counsel it needed. This 
gave rise to the suggestion that the local 
business concerns, especially the smaller 
business units, be turned into a large scale 
laboratory, in which students under immedi- 
ate faculty supervision might carry on prac- 
tical work in the keeping of books. 


The faculty anticipated that there might 
be at least three major obstacles to success- 
ful prosecution of this project: (1) since stu- 
dents were not to receive course credit for 
keeping the books of concerns, they might 
be reluctant to accept the assignments; (2) 
since in many cases students would have to 
spend something for car-fare, lunches, and 
incidentals, they would want some compen- 
sation for their services; and, (3) the pro- 
prietors would be reluctant to allow anyone, 
particularly students, to learn about the 
most intimate and confidential facts of their 
businesses. 

Student reluctance, as it developed, was 
overcome to some extent by pointing to some 
former student who had worked in such a 
capacity and who, as a result had made an 
outstanding record in the accounting field. 
As additional encouragement, the head of 
the department has continuously sought to 
find positions for students upon graduation. 
It was made clear to students, however, that 
the department did not guarantee positions 
to those who served in this way. 

More effort was required to overcome the 
objections of the owners of business places. 
They were convinced that no one would use 
the information in any way that would be 
inimical to their best interests, that no one 
except the student and his adviser would 
ever come into possession of the figures or 
secrets of his business, and that any data 
that might be made use of statistically would 
be used in such a way as to obscure its 
source. 

The majority of the students who are en- 
rolled in accounting at Atlanta University 
and Morehouse College seek laboratory 
assignments. It is increasingly difficult to 
find sufficient students to keep the books 
for the concerns which seek their services. 
In assigning students to business concerns, 
they are placed so far as possible in the type 
of concern in which they seem to have the 
greatest interest. With a list of concerns to 
select from the student has an opportunity 
to choose one which is nearest to his liking. 
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When the project first showed promise of 
success, it was felt by some professional ac- 
countants in the vicinity of Atlanta that it 
would ultimately constitute an encroach- 
ment upon their domain. This belief was 
soon dispelled when these accountants 
realized that the concerns being served were 
for the most part very small and had never 
before used accountants of any kind, and 
that many of them did not even keep the 
simplest form of cash books. Instead of 
limiting the field of the professional ac- 
countant, the project had made the small 
business concerns conscious of the value of 
records, and in many cases they have actu- 
ally engaged professional accountants to 
prepare income tax returns for them, and do 
other work of a more or less technical nature. 

One advantage which Atlanta University 
has over some schools which might under- 
take a similar project lies in the fact that the 
professors and instructors in the Depart- 
ment of Business Administration are actu- 
ally engaged in the operation of successful 
retail concerns, banks, and accounting firms 
in the community. This gives the students 
and the “‘practice clients” confidence in the 
ability and responsibility of those who direct 
the program. Some of the concerns have em- 
ployed the men who worked for them as 
student-accountants as managers or ac- 
countants, and have in some cases allowed 
them to acquire proprietary interests in the 
concerns. 

In order that the reader may get some idea 
of the extent to which Atlanta University 
has gone in the placing of student-ac- 
countants in local businesses to work under 
the supervision of the faculty, the following 
table of types of businesses served is ap- 
pended: 


Number of 
Type of Business Served Concerns 
Served* 

1. Educational Institutions. ...... 14 
2. Retail Coal concerns........... 8 
Dieses... 7 
Barber Ghops................. 
5. Life Insurance Companies. .... . 4 
8. Building and Loan Associations . 3 
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9. Drug Stores................ 
10. Dry Goods Stores............. 
11. Filling Stations................ 
18. Newspapers..................-. 
14. Printing Concerns............. 
15. Cosmetic Manufacturers........ 
16. Real Estate Concerns.......... 
17. Social Agencies................ 
18. Tailoring Shops............... 
19. Undertaking Establishments. .. . 
20. Accountants.................. 
21. Adult Education Association... . 


23. Bicycle Shop.................. 
25. Social Clubs.................. 
26. Confectioners................. 
27. Dry Cleaners................. 
28. Fraternities (Greek Letter)... .. 
29. General Transfer Company..... 
$1. Plumbing Contractor.......... 
32. Radio Repair Shops............ 
33. Receivership.................. 
34. Restaurant................ 
35. Restaurant & Filling Station... . 


Total Concerns Served 


* Business concerns served for more than one 
year are counted as many times as years they 
have been served. 

JEssE B. Buayton 


Tue AvupiItTING LABORATORY AT 
CoLuMBIA UNIVERSITY 


The symposium on Problems of Account- 
ing Instruction in the March 1935 issue of 
the Accountine Review, and particularly 
the articles by Dean Chamberlain and Pro- 
fessor Davies, led me to think that teachers 
of auditing might possibly be interested in 
the Auditing Laboratory course which has 
been offered at Columbia University for the 
past twenty years. 

Professor Robert H. Montgomery, who 
for many years had recognized the need for 
the particular preparation required by ac- 
countancy students, conceived the idea of 
the link between the theory and practice of 
auditing as a business clinic where students 
might work among the records of actual 
transactions. During the summer of 1914 
he obtained for Columbia University a num- 
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ber of sets of used account books and these 
formed the basis for the course of study 
which has been given since the spring of 
1915. In the beginning there were possibly 
fifteen or twenty sets of books, all of them 
incomplete in some particular but possessing 
controlling data and sufficient sources of 
original entry to enable the student to make 
a fairly thorough audit. From time to time 
since, additional records have been obtained 
until at the present time there are approxi- 
mately one hundred sets of books of greatly 
diversified activities. In the main, this ma- 
terial consists of books of accounts of de- 
funct or bankrupt concerns inasmuch as 
going organizations, no matter of what age, 
are loath to part with their historical data. 

These records present many interesting 
and complicated problems, and, because of 
their character and variety offer a wide scope 
for analysis and investigation. Questions and 
problems, to be solved only by an actual 
examination of these records and books, 
provide the basis of the student’s work. This 
gives him a practical working test under 
conditions which very closely correspond to 
those met in actual practice. 

The work assigned to the student is the 
same as that which would be delegated to 
him were he a member of an auditor’s staff. 
Alone, or in conjunction with other mem- 
bers of the class, each student is required to 
balance an actual cashier’s fund, which in- 
cludes the items usually found when the 
auditor calls upon a cashier without notice. 
For this purpose, an actual cash box with 
coins, bills, sales tickets, vouchers, unde- 
posited checks, unclaimed wages envelopes, 
ete., etc., is provided. Each student is 
obliged also to settle an actual bank account. 
Data for a considerable number of recon- 
cilements have been obtained. The student 
is given a photostat of an actual bank state- 
ment, the check book, the actual returned 
checks, and bank charge slips, and in some 
instances the cash book; he is furnished also 
with a copy of the previous month’s settle- 
ment and is asked to prepare one for the end 
of the month assigned to him. The number 
of checks to be examined varies from 200 
to 500 in each case. Students are also re- 
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quired to perform other junior tasks such as 
verifying vertical and cross footings, check. 
ing out the details and totals of deposits, 
ageing and commenting on the balances con- 
tained in the accounts receivable ledgers, 
extracting and commenting on the balances 
in the accounts payable ledgers, verifying 
sales and purchases and vouching the latter 
and the journal entries in instances where 
the original documents are available, testing 
extensions and footings and comparing in- 
ventories of different periods to discover 
obsolescence, etc. From this work they are 
advanced to the scrutiny and analysis of the 
general ledger accounts, preparation of the 
general ledger trial balances, application of 
adjustments and completion of work papers 
leading to any and all of the technical state- 
ments which may be required from a set of 
books under review. In the ordinary assign- 
ment, a brief report on the statements pre- 
sented is required, and this report is dis- 
cussed in conference with the instructors, 
who because of their participation in the 
professional practice of public accountancy 
and contact with business affairs, are cog- 
nizant of current commercial and financial 
thought. These conferences are not confined 
to the mere checking of the mathematical 
accuracy and arrangement of the statements 
presented by the students but they lead also 
into discussions relating to the particular 
enterprise under audit and the possible 
causes of its failure. Some of the records on 
the shelves of the Auditing Laboratory pro- 
vide very interesting material for study to 
discover fraud perpetrated on the public, 
and in such instances, the advanced student, 
to whom such work is assigned, is told that 
he represents the District Attorney who de- 
sires him to survey the situation quickly and 
to furnish a preliminary report. This is done 
to test the student’s ability to grasp the 
salient points of an investigation and also 
his knowledge of what constitute rightful 
and wrongful acts. 

Other problems taken from the actual ex- 
perience of practitioners are given for home 
study and solution. These deal not only with 
auditing practice but also indicate the un- 
usual situations which public accountants 
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are expected to meet. Many of these prob- 
lems provide excellent practice in report 
writing. System devising assignments also 
are given. To aid the students in this work 
a file is maintained in the Auditing Labora- 
tory containing (1) complete sets of forms 
for specific kinds of business enterprises and 
(2) forms arranged by functions—such as 
for cash receipts and disbursements, voucher 
registers, income registers, inventory blanks, 
payroll records, etc., ete. In this connection 
students are encouraged, in their examina- 
tion of the accounting records in the Labora- 
tory, to criticize the systems employed and 
to make suggestions for the simplification 
and improvement of them. 

In order to acquaint the students with the 
financial notices issued by corporations a 
file of such is available. Also copies of actual 
audit reports and certificates, retyped to dis- 
guise the identities of clients and auditors, 
are on file. 

Ofttimes students wish to compare prac- 
tice with theory and this is true particularly 
with reference to some moot point, such, for 
example, as the treatment of treasury stock 
in the balance sheet. For this purpose the 
published annual reports of most of the large 
corporations are obtained and made avail- 
able for the use of inquiring students. 

Only advanced students of accounting are 
eligible for the course. The method of in- 
struction is almost entirely individual. Upon 
completion of each assignment, the student 
reviews his results and conclusions in con- 
ference with the instructor. Because of the 
character of the work and the way in which 
it must, therefore, be fitted to the require- 
ments of each student, registration is limited. 

The course is considered to be particularly 
advantageous to teachers of accountancy 
and to students who have had only a limited 
opportunity to examine books actually used 
by various classes of enterprises. It has been 
found also to be of value to accountants’ 
assistants whose duties have been restricted 
to routine matters rather than to the more 
important phases of the auditor’s work. 

Students desiring degree credit are re- 
quired to spend in the Auditing Laboratory 
six hours weekly during the two semesters 
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of fifteen weeks each. An official class period 
of two hours is held on one day of each week 
and the instructors are available for consul- 
tation and new assignments practically 
every school day. 

As an adjunct to the auditing practice 
work required of the students in the Labora- 
tory, talks are given to the class from time 
to time covering the various aspects of the 
professional auditor’s work. These talks in- 
clude the history of accounting and auditing, 
organization of a public accountant’s office, 
the duties and responsibilities of auditors, 
classification of accounting services, ac- 
countancy ethics and the conduct of as- 
sistants during engagements, planning the 
audit, the duties of the junior accountant, 
the duties of a senior accountant, report 
writing, the auditor on the witness stand, 
etc., etc. 

All through the work done by the student 
the preparation and care of work papers 
are carefully watched and criticized; the 
preparation of audit programs and the 
proper filing of work papers in the perma- 
nent and current files for the different en- 
gagements are also stressed. The Auditing 
Laboratory contains labor saving devices, 
such as adding and other computing ma- 
chines, slide rule, etc., etc., in the legitimate 
use of which the student is urged to become 
adept. 

In the matter of report writing, the stu- 
dent is encouraged to develop his vocabu- 
lary by extensive reading of the classics in 
order that his reports will not become the 
customary stereotyped affairs encountered 
so often. He is told to make his report in- 
teresting and valuable to the client. 

No particular difficulty has been ex- 
perienced in obtaining the sets of books 
necessary to the installation and main- 
tenance of the Auditing Laboratory. These 
records may be obtained: 


(1) By canvassing members of local ac- 
counting firms most of whom have in their 
vaults the books and records of firms whose 
affairs have been liquidated. 

(2) From receivers in bankruptcy who are 
authorized to dispose of books in their pos- 
session. 
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(3) From lawyers who specialize in bank- 
ruptcy matters and who frequently have 
many sets of records of which they would 
be glad to dispose. 

(4) From the Federal and State District 
Attorneys who usually have old account 
books of individuals and concerns prose- 
cuted for fraud, and who are willing in the 
interests of accountancy education to re- 
lease these records to reputable educational 
institutions when the cases have been closed. 

The writer realizes that the foregoing is a 
very rambling description of the conduct of 
an Auditing Laboratory, but has purposely 
tried to avoid tedious detail. However, he 
will be very glad to place his experience 
covering upwards of twenty years in the 
Columbia University Auditing Laboratory 
at the disposal of any inquirers. 

Tuomas W. Byrnes 


PREPAID INTEREST 


In the June issue of the Accountine RE- 
view, Mr.’'Robert P. Hackett makes a plea 
for consistency in accounting for prepaid 
expenses. His criticism is directed chiefly 
against the proponents of the proposition 
that prepaid interest cannot exist. The argu- 
ment of the proponents has been ably pre- 
sented by Professor William A. Paton in his 
classical work Accounting Theory and it 
would be presumptuous, indeed, for the 
present writer to attempt to restate or 
elaborate on the ideas there set forth as he 
would only suffer by the comparison. 
Therefore, this note will be confined to an 
attempt to answer the specific questions 
raised by Mr. Hackett and will endeavor to 
refute only the specific illustrations used by 
that writer as the foundation of his critical 
comments. 

Mr. Hackett assumes that the arguments 
against recognizing the reality of prepaid 
interest are based on the fact that borrowing 
transactions involve cash which is a fungi- 
ble asset and on the further fact that pay- 
ment is made in kind. It is submitted that 
these factors have little, if any, bearing on 
the question. The true foundation of the 
theory is in the idea that liabilities should 
be valued at their present value rather than 
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their maturity value. Tho alleged incon- 
sistency does not arise from the technique 
of accounting for prepaid expenses but from 
the technique of accounting for liabilities. 

This latter inconsistency can best be ex- 
plained by presenting a few typical illustra- 
tions. Assume that a corporation issues 
note promising to pay $1,000.00 at the end 
of ten years and no mention of interest ap- 
pears on the face of the instrument. As- 
sume, further, that ten additional and sepa- 
rate notes are issued, each promising to pay 
$60.00 without interest and maturing in 
series, the first at the end of one year and the 
last at the end of ten years. The customary 
method of recording the issuance of these 
instruments would result in a total credit to 
Notes Payable of $1,600.00. Now, suppose 
that the $1,000.00 note was in the form ofa 
corporate bond and that the ten additional 
notes were attached to the principal note in 
the form of interest coupons. According to 
established custom, the credit to Bonds (or 
Notes) Payable would be only $1,000.00. 
This latter result would also be reached if 
instead of interest coupons the $1,000.00 
instrument contained on its face a stipula- 
tion that interest at 6% should be paid 
annually. 

What is the difference between the two 
situations set out above? Is not the corpora- 
tion liable for exactly the same amounts at 
exactly the same dates in each case? Can it 
make any difference whether the obligation 
is represented by a single piece of paper, 
eleven pieces of paper, or one large piece of 
paper subdivided by perforated lines? Does 


not the liability arise from the promise and | 


not from the paper on which it is written, and 
has not the obligor undertaken an identical 
duty and the obligee acquired an identical 
right in each instance? Other factors being 
equal the present or market value of the 
above described obligations would be equal. 
For the sake of simplicity, assume that the 
proceeds of each of the above obligations is 
$1,000.00. In the case of the eleven non-it- 
terest bearing notes there will be recorded 
discount or prepaid interest of $600.00 while 
in the case of the coupon and interest-bearing 
bond no such item will appear. 
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Another illustration to the same point: 
Suppose a borrower issues a $1,010.00 non- 
interest bearing 60-day note to his bank and 
at the same time issues another note to the 
same bank for $1,000.00 payable in 60 days 
with interest at 6%. In recording the first 
instrument Notes Payable will be credited 
for $1,010.00 and for the latter instrument 
only $1,000.00 will be so credited. Assuming 
that the bank is content to earn 6% simple 
interest the proceeds of each of these instru- 
ments will be the same. Yet in the first case 
$10.00 will be recorded as prepaid interest 
while in the latter case interest will be 
recorded only as it accrues or when the obli- 
gation is discharged at maturity. 

What is the difference between each of 
these liabilities? One states in so many 
words that $1,010.00 will be paid at the end 
of 60 days; the other states in effect that 
$1,000.00 plus $10.00 (this is the meaning of 
“with interest at 6%’ in the present case) 
will be paid at the end of a similar peri- 
od. Is it not clear that form is governing 
substance and that accountants are real- 
ly pretending that there is a distinction be- 
tween saying, “I promise to pay $1,010.00” 
and “I promise to pay $1,000.00 plus 
$10.00?” 

If such a distinction is valid, then the 
balance sheet will be regulated by the par- 
ticular words chosen to express a liability 
rather than by the true debt as it exists in 
fact, even though the choice is between 
phrases which have identical meanings. This 
would mean that two enterprises with identi- 
cal legal obligations in so far as future de- 
mands on assets is concerned, would be pic- 
tured in entirely different lights when tested 
by the traditional formulas employed for 
financial analysis. 

It is because interest-bearing instruments, 
generally speaking, are recorded at present 
value and non-interest-bearing instruments 
are recorded at maturity value that some 
accountants, including Professor Paton, con- 
tend that so-called discount or prepaid in- 
terest exists only as a convenient method of 
taking up the difference between the re- 
corded maturity value of liabilities and the 
present consideration received. Consistency 
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requires that the discount or prepaid inter- 
est be disclosed as a valuation item among 
the liabilities rather than as a positive item 
among the prepaid expenses or else eliminate 
the item altogether and disclose the liabili- 
ties only at their present values. Fortu- 
nately, no accountants have gone the whole 
way in advocating that liabilities be dis- 
closed at their maturity values or we would 
obtain the odd result of showing a liability of 
$40,000.00 on the date of issue for $10,000.00 
of 50-year 6% bonds. At the same time an- 
other company which issued similar bonds 
for 25 years and then refunded them for 
another 25 years would have shown a maxi- 
mum liability during the same period of time 
of only $25,000.00 although the financial 
position of the two companies would have 
been the same in this respect. It might even 
be said that the first company was in a more 
favorable position since part of its liability 
is deferred for a longer period of time. From 
the foregoing discussion, it is apparent that 
the elements of “fungibility” and “payment 
in kind” are in no wise involved in account- 
ing for so-called prepaid interest. 

Mr. Hackett compares the technique of 
accounting for prepaid interest as advo- 
cated by Professor Paton with the customary 
method of accounting for prepaid rent and 
purports to find an inconsistency in the two 
methodologies. It is submitted that the 
latter is in no respect the analogue of the 
former. The validity of his comparison 
seems to be founded on the following thesis: 
“We have no more real title to the cash re- 
ceived for the loan than we have in the build- 
ing received for use.” But is it not an ele- 
mentary proposition of law that the bor- 
rower of money acquires a complete, abso- 
lute, and indefeasible title to the cash re- 
ceived while the borrower of a building re- 
ceives only a restricted and limited right of 
user? The borrower of money may “‘sell”’ the 
cash received by exchanging it for other as- 
sets and services but the tenant of a building 
can, at the most, merely dispose of his right 
of user which is something entirely different 
from conveying the building itself. It is for 
these reasons that the borrower of money 
records the proceeds of the loan as an asset 
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while the borrower of a building makes no 
comparable entry. 

In order to establish an analogy, Mr. 
Hackett attempts to make the procedure of 
accounting for leaseholds conform to the 
principles applied in recording loans of mon- 
ey. He assumes that it would be theoretically 
proper to record the total rent payable over 
the duration of the lease as a liability in the 
first instance, the entry being offset by a 
debit to Rental Building. At this point one 
might ask what would become of such a 
technique when applied to a tenancy at will? 
But even a demand note payable has a 
measurable present value. To continue, 
whether by “offset”? he means that the 
Rental Building account is to appear among 
the assets or as a valuation item among the 
liabilities is not clear. The impropriety of in- 
cluding such an item among the assets is 
apparent from the distinctions set forth in 
the previous paragraph and is too elemen- 
tary to require further elaboration. There- 
fore, it must be assumed that he intended 
Rental Building account to be used only as 
a valuation item. If this latter interpretation 
is correct, then the suggested procedure leads 
nowhere since the liability recorded for the 
future rent disappears by the simple opera- 
tion of subtraction. By no imaginative jour- 
ney into the nebulous realm of theory could 
one find a solid postulate which would per- 
mit the subtraction of the cash debit from 
the liability created by a loan of money. 
Thus, the attempted analogy fails because 
the suggested procedure is based upon a 
theory of recording the future or maturity 
value of a liability while the criticized pro- 
cedure of dealing with so-called prepaid in- 
terest is founded upon a theory of recording 
present values of liabilities. 

In fairness to Mr. Hackett it must be con- 
ceded that his illustration of a procedure for 
accounting for leaseholds was intended only 
to create an analogy. The purpose of the 
foregoing analysis was merely to show that 
if such a procedure was proper, it would 
tend to support the view that only the pres- 
ent value of an obligation should be consid- 
ered as a liability which, as previously noted, 
leads to the conclusion that so-called prepaid 
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interest is a fictitious item which, if disclosed 
at all, should be used only for the purpose 
of reducing the maturity value of a liability 
to its present worth. The analysis of Mr, 
Hackett’s leasehold illustration shows that 
there can be no present liability for future 
rent and therefore if any payments are made 
to the landlord prior to the accrual of rent, 
whether in money or in kind, such advance 
payment must necessarily be a genuine pre- 
paid expense because there is no liability 
account from which it could be subtracted, 
the fictitious liability being offset 100% by 
the fictitious Rental Building account. It is 
at once apparent that this same situation 
does not exist with respect to the liability 
created by borrowing money, for in such a 
case the offsetting asset in the form of cash 
is not fictitious and therefore there is a pres- 
ent liability and it is quite possible and 
proper to consider the so-called prepaid in- 
terest as a valuation item. The preceding 
assertion, it may be noted, is equally appli- 
cable where some asset other than cash is re- 
ceived as where merchandise or fixtures are 
acquired in exchange for a note payable and 
this even though cash is given with the note 
to “prepay” the interest. Thus, it becomes 
even more apparent that Professor Paton’s 
theory is not founded on the factors of “‘fun- 
gibility”’ of cash and “‘payment in kind.” 
Mr. Hackett’s aim of consistency in ac- 
counting procedure is a laudable one and is 
to be encouraged within proper limits. How- 
ever, consistency implies similarity, i.e., the 
existence of some common characteristic, 
and where such mutuality is wanting, con- 
sistency in the sense of uniformity is neither 
correct in theory nor desirable in practice. 
The only common feature found in prepaid 
rent (or any other genuine prepaid expense) 
and so-called prepaid interest is that they 
both possibly arise out of an expenditure or 
disbursement of some asset (although that 
is not generally true of prepaid interest since 
it usually takes the form of a discount); but 
there are many different purposes for which 
assets are expended; among others, some are 
for the purpose of reducing recorded liabil- 
ities and some are for the purpose of creating 
new and different assets. It is here submitted 
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that expenditures, real or fancied, for so- 
called prepaid interest are of the former 
variety while prepaid rent and other similar 
prepaid expenses are created by the latter 
type of expenditure. Since so-called prepaid 
interest is a valuation item and not a prepaid 
expense at all, its accounting treatment ac- 
cording to the method suggested by Profes- 
sor Paton can no more be inconsistent with 
the accounting technique employed with re- 
spect to genuine prepaid items, than the ac- 
counting treatment of depreciation reserves 
can be inconsistent with the technique em- 
ployed to record surplus reserves. 
G. E. Luxas 


DEVALUATION AND DAMAGES 


The Supreme Court of the United States, 
in its decision in Perry versus the United 
States, handed down February 18, 1935, 
holds that the government did not have the 
right to repudiate its promise to the holder 
of a Liberty Bond to pay in dollars of 25.8 
grains of gold .9 fine. But Congress has the 
unquestioned right to define a dollar. Pre- 
vious to devaluation, 25.8 grains of gold were 
worth a dollar, or, more correctly, 25.8 grains 
of gold were a dollar. Now 15.24 grains of 
gold .9 fine are a dollar. Arithmetically, 25.8 
grains of gold has 169°% as much purchasing 
power as 15.24 grains. If the holder of a 
$100 gold bond were paid 169 present dol- 
lars, this profit would be due to the change 
in the definition of a dollar. But the Court 
holds that the owner of the bond is not en- 
titled to enrichment. He is entitled only to 
damages. He is denied damages by this de- 
cision because he does not possess the legal 
right to use gold, and because he is denied 
the right to sue in the Court of Claims. But 
the question of damages is very important 
because these rights might sometime be re- 
stored. We are therefore concerned only with 
the question of damages growing out of de- 
valuation. Whether or not the holder of a 
bend or gold certificate is damaged by de- 
valuation depends upon whether or not de- 
valuation resulted or will result in rises in 
prices. First of all, we should dispose of sev- 
eral minor points. 


Changes in the price level, as shown by 
index numbers, are only a generalization. As 
far as any individual owner of dollars is 
concerned, a change in their purchasing 
power depends upon the changes in prices 
of the particular things he purchases. Indi- 
vidual prices may be higher or lower or re- 
main the same as before devaluation, and in 
order to be actually damaged the identical 
thing purchased must be higher in price. It 
would obviously be untrue to say that the 
one and only thing which the holder of a 
bond or gold certificate wished to acquire 
was gold. If damaged at all, the amount of 
damages would have to be ascertained in 
every individual case. No general rule would 
actually fit the facts. However, changes as 
indicated by an index number would prob- 
ably be accepted as a close enough approxi- 
mation. 

When the Liberty Bonds were issued and 
purchased, the price level was higher than 
it is now. The holders of such bonds are paid 
as many dollars as they would have received 
then, and, measured by changes in the gen- 
eral price level, these dollars will actually 
purchase more than they would then. At 
present, therefore, they have not been dam- 
aged, although at some future time, if the 
price level goes above what it was when the 
vonds were issued, they would be damaged. 
That is not to say that it is devaluation which 
will have damaged them. 

The proponents of devaluation put their 
faith in a precise, or at any rate close, mathe- 
matical relation between the price level and 
the value of gold. The course of events has 
not sustained this faith. A few illustrations 
will be sufficient to demonstrate the absence 
of any close mathematical relation. After 
going off the gold standard the gold value of 
the dollar had declined 36.6% on November 
25, 1933. If prices bore a precise mathe- 
matical relation to the value of gold, they 
should have risen 57.7%. In fact, they had 
increased only 17%. During the most ag- 
gressive activity in gold purchases between 
October 22, 1933 and November 25, 1933, 
the gold value of the dollar fell 10.7%. 
Prices should have risen 12%, but wholesale 
commodity prices actually increased only 
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nine-tenths of 1%.* Today the price of gold 
is 69% higher than it was before we went off 
the gold standard, but wholesale commodity 
prices have risen only 28% since March, 
1933. Obviously, other forces than the value 
of gold enter into the determination of the 
level of domestic prices. If at some time in 
the indeterminate future prices are 69% 
higher than before devaluation, there is no 
reason to say that this will have been caused 
solely by devaluation, nor is there any as- 
certainable way of saying how much of it 
was caused by devaluation. If it is said that 
sometime or other prices will be 69% higher 
than they would have been if it had not been 
for devaluation, that is a meaningless state- 
ment, because there is no way of determining 
that time. At any given time the price level 
is the result of a thousand forces. Changes, 
as compared with previous times, are the re- 
sult of changes in all of these forces, of which 
the change in the value of gold is only one. 

To illustrate the fact that many forces are 
a function of price, one need only refer to the 
changes which have occurred between Sep- 
tember, 1933 and December, 1934. Between 
those dates farm products rose 26%, foods 
rose 16%, but all other prices rose only 2% 
in the fifteen months.* This suggests that the 
processing taxes, the domestic allotment plan 
not to mention the drought, have had more 
effect upon prices than currency manipula- 
tion had. 

After devaluation the owner of money had 
as many dollars as he had before. To be dam- 
aged by devaluation it would be necessary 
for devaluation to be the cause of a rise in 
prices. One of the reasons for the slowness of 
the rise in prices may be that it is held back 
by devaluation. Devaluation may in fact 
have a depressing effect. The greater part of 
the business of the country is done on credit. 
Credit is based on confidence. Uncertainty 
in regard to the currency raises great appre- 
hension among business men. The shock to 


*See B. M. Anderson, Chase Economic Bulletin, 
Vol. XIII, No 4, pp. 17-18. 

*S. E. Harris, Commodity Prices and Public Ex- 
penditures: The Review of Economic Statistics, Harvard 
Economic Society, Inc., Feb. 15, 1935, p. 39. 


confidence certainly tended to destroy credit, 
The extent of this destruction cannot of 
course be measured, nor the amount by 
which it was offset by other policies of the 
government, but it may well be true that the 
effect of devaluation was to lower prices 
rather than raise them. Actually, prices, 
measured in gold, continued to decline 
through 1933, the decline amounting to a 
little over 25%, which is a very drastic de- 
crease. 

At the time of devaluation it was argued 
that one of the chief causes of low prices was 
the enhanced value of gold. But to speak of 
the enhanced value of gold was merely a way 
of saying that prices had fallen, and refers 
to the measuring function of gold. The real 
medium of exchange was not gold, but credit 
currency and bank deposits. Devaluation 
was merely a bookkeeping device whereby 
the number of specie dollars was written 
up, but these specie dollars were not in circu- 
lation. After devaluation more specie dollars 
existed, but it is not the number in existence 
that affects prices, it is the number that is 
spent. The owner of the only kind of dollars 
that were in circulation, i.e., credit dollars, 
had no more nor less than before. Devalua- 
tion might have caused a flight from these 
dollars into commodities, and that would 
have raised prices. In that case, the limit of 
rise would not be any mathematical relation, 
but only such limits as there might be to fear. 
As a matter of fact, such a flight did not oc- 
cur to any great extent. It is true that de- 
valuation did increase the reserves of banks, 
but they were already in excess, and devalu- 
ation did not make people any more anxious 
to use the already abundant credit. 

In short, there does not appear to be any 
reason in theory, or the history of what has 
occurred, to lead one to believe that any 
holder of a Liberty Bond or gold certificate 
has been or will be damaged by devaluation 
by an ascertainable amount. We must except, 
of course, the damage that might arise by 
reason of being deprived of the profit on 
gold—but that has been denied to him by 
the Court. 

S. J. Coon 
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BOOK REVIEWS 


The Great Depression. Lionel Robbins. (New York: The 
Macmillan Company. 1934. Pp. xiv, 238. $3.50.) 


I would not hesitate to recommend this book as the 
most compact and still the most exhaustive treatise on 
the subject it deals with. Its method of approach shows 
the proper respect for time and space by starting with 
1914 and by treating the depression as a world prob- 
lem. The author’s point of view is “orthodox,”’ in his 
own words, “not specifically my own but the heritage 
of generations of subtle and disinterested thought.” 
Facing the full impact of activities of all governments, 
on a scale unprecedented in history, in restricting trade 
and enterprise and undermining the basis of capitalism, 
Dr. Robbins is frankly pessimistic. Socialistic experi- 
ments are eating up the capital of industry and by pro- 
ducing desperate impoverishment provoke violent re- 
actions, civil wars and dictatorships, showing the same 
fanatical hatred of economic liberalism, the same hopes 
of a planned society. 

Are these developments inevitable? Can men be 
led by reason? Are not the majority of men so limited 
in outlook and so bound by prejudice that it is hopeless 
to endeavor to argue with them? It is conceivable, but 
the history of the modern world does not bear out the 
contention. The policies which at present prevail have 
been adopted, not because they have been forced on 
politicians by the masses, but because the masses have 
been taught to believe them. The masses, as such, do 
not think for themselves; they think what they are 
taught to think by their leaders. In the short run, it is 
true, ideas are unimportant and ineffective, but in the 
long run they can rule the world. 

The author concludes that there is therefore no 
reason to despair on the ground that reason is neces- 
sarily powerless. It may be that the forces which have 
been released by the ideas of forty years ago have be- 
come so powerful that it is now too late to arrest them. 
“But until the case, which experience and more recent 
developments of knowledge have shown can be made 
against them, has been argued with as much patience 
and disinterested intelligence as went to the establish- 
ment of their ascendency, we are not justified in con- 
cluding that reason and persuasion have reached the 
limit of their effectiveness. At all events it is worth 
trying.” 

Rosert WEIDENHAMMER 

University of Minnesota 


The New Monetary System of the United States. (New 
York: National Industria] Conference Board, 1934. 
Pp. ix, 147. $2.00.) 


This study of our new monetary legislation was pre- 
pared by Dr. Ralph A. Young and represents to my 
knowledge the most precise statement of the extremely 
complicated policies of the Roosevelt administration in 
the field of credit and currency matters. Chapter I 
gives a cursory review of the development of gold stand- 
ard monetary systems, Chapters II and III discuss the 


present “managed standard” in comparison with the 
status prevailing before January 31, 1934 and during 
the period preceding this date and beginning with 
March 4, 1933. The last two chapters consider the im- 
plications of the new legislation for industrial recovery 
and monetary stability. In conclusion the author holds 
that the future of the American monetary supply rests 
very largely with the Executive. Currency manage- 
ment, therefore, is a political matter and is subject to all 
the political forces, international as well as national, 
though predominantly by the latter, to which Executive 
policy must give heed. Such forces, today, throw their 
full impact toward monetary nationalism. Dr. Young 
fears that such policies, if pursued by a country of so 
predominant importance in the world’s economy as the 
U. S., must result in reciprocal monetary and com- 
mercial] nationalism by other countries, in permanent 
international currency instability, the disruption of the 
international flow of capital and of debtor-creditor re- 
lationship. As a long run forecast, Dr. Young predicts a 
drying up of international trade and an impetus to in- 
ternational political friction. 

Aside from these international complications of the 
new monetary policies, the author has grave misgivings 
about its purely domestic aspects. “Government 
finance, prices of commodities and securities, trade, 
money incomes, and bank deposit currency may easily 
enter an ascending spiral, every advance in one inciting 
an advance in the others, but physical production and 
trade, fixed prices and incomes, including wages, lagging 
behind in the rise. Whatever controls are possessed by 
the Executive and the Federal Reserve authorities and 
whatever institutional and other obstacles are present 
to impede its progress, experience shows that the forces 
for the rise, once under way, are powerful and impelling 
and that monetary authorities are seldom willing to 
cope vigorously with them, while institutional obstacles 
give way under the ingenuity of business enterprise.” 

Rosert WEIDENHAMMER 

University of Minnesota 


Losses in Bank Earning Assets. Frederick Mueller, Jr. 
(Cambridge: Bankers Publishing Company, 1935. 
Pp. xii, 189.) 


Occasionally there come to one’s attention the re- 
sults of research work in economics and business of out- 
standing merit,—work which is sufficiently exceptional 
to be of real value in business and at the same time 
broad enough in scope to be a contribution to the think- 
ing in a specific field. Such a study is Losses in Bank 
Earning Assets by Frederick Mueller, Jr. 

The scope and thoroughness of this work are its out- 
standing characteristics. Some of the questions con- 
sideredare: What has happened to banks’ earning assets 
from 1922 to 1931? Is there any connection between 
the handling of earning assets and the present plight of 
banks? What is the cost to banks of losses on their 
earning assets? These questions constantly arise but for 
them we seldom find comprehensive convincing answers. 
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In the opening chapter Mr. Mueller lays the founda- 
tion for his work so carefully and defines his terms so 
simply that a newcomer to studies in banking can easily 
understand his objectives. In fact, the introduction 
is so simple that the ordinary reader familiar with 
banking topics might decide this is just another ele- 
mentary treatise on banking. The author’s citation of 
banking authorities and references are so profuse that 
the reader becomes conscious of a parade of most of 
the accredited writers from Adam Smith to H. Parker 
Willis. Furthermore, the style is rather dull and unin- 
spiring. However, when the author plunges into the 
results of his own study, the superficial weaknesses are 
forgotten and real “‘pay dirt” is struck. 

Earning assets of banks—loans, discounts, and in- 
vestments—indicate the solvency and profitableness of 
banks. What really happened to these during the ten- 
year period covered? That business practices changed 
during this period no one doubts. Whether the changes 
were in the right direction is entirely another question. 
Banking and the handling of earning assets of banks 
was no exception to the general condition of change in 
business. Old theories were modified and new theories 
adopted. An addition to the old banking tests for earn- 
ing assets of safety, earning capacity and liquidity was 
“shiftability.”” This new test appeared quite plausible 
but always in the background lurked two questions: 
shiftability to whom and at what price? Mr. Mueller 
clearly shows what many have been suspicious of. that 
these weaknesses were perilous and that our bankers 
were putting an increasingly large percentage of their 
funds into bonds and depending on shiftability in case 
there might be a need for these funds by the bank. His 
analysis of this trend and the results are quite illuminat- 
ing. Since the author does not divide the investment 
section of earning assets into United States government 
and municipal bonds and industrial, utility and other 
bonds, he fails to bring out clearly how substantial 
some of these losses have been. Certainly he does indi- 
cate clearly, however, that the majority of our bankers 
fared better with commercial loans than with bond in- 
vestments. Commercial loans were clearly their field, 
and high yield, distant maturity bonds a tempting but 
dangerous path to follow. 

Mr. Mueller not only examines losses in earning 
assets of banks in the country as a whole, but also by 
Federal reserve districts, and his conclusions should be 
carefully examined by country as well as city bankers. 
His chapters on bank failures as related to earning as- 
sets and the effect of the double liability provision for 
depositors in closed banks are also significant additions 
to the book. 

Simplicity is a rare virtue wherever found and is 
particularly rare in economic research. Mr. Mueller has 
this quality and for it he deserves our commendation. 
His timidity in arriving at forceful final conclusions is 
somewhat puzzling. Perhaps this was inspired by 
modesty or the hope that understatement would at- 
tract more attention than overstatement. Whatever the 
reason for his conservative conclusions, I wish to be 
more direct in my recommendations concerning this 
book. It should be carefully examined by any one in- 
terested in banking theory or banking practice. 


One unfortunate weakness does exist, however, 
which is common to most economic research work. This 
book, copyrighted in 1935, leaves one to all intents and 
purposes in the almost forgotten period of the Hoover 
administration. Surely something, sometime can be 
done to bring such valuable material as is here pre- 
sented more nearly up to date. 

Joun C. Baker 

Harvard Graduate School of 

Business Administration 


Corporate Profits as Shown by Audit Reports, W. A. 
Paton. (New York: National Bureau of Economic 
Research, 1935. Pp. viii, 151, $1.25.) 


In this volume Professor Paton presents a number 
of analyses of the profits and the financial position of 
about 700 American corporations for the years 1997, 
1928, and 1929. These analyses are based on data 
furnished by members of the American Institute of Ac- 
countants from their audit report files, the figures being 
handled, of course, in such a manner as to protect fully 
the confidential character of the basic information. 
The individual company reports were combined, 
grouped, and analyzed to develop significant facts on 
such subjects as the average rate of earnings, variations 
in earning rates, sources of capital, dividend policies, 
and differences in other operating and financial charac- 
teristics. 

Average earnings of these 700 corporations in the 
three-year period studied were 8.4% on total net as- 
sets; this produced an average profit of 9.2% on stock- 
holders’ equity. Manufacturing corporations on the 
average were more profitable than trading corpora- 
tions; smaller groups of concerns engaged in construc- 
tion, extraction, and service operations produced a 
higher average return than the manufacturing com- 
panies, while concerns engaged in real estate and 
finance showed a lower average earning power. There 
were marked variations in the averages among the in- 
dustrial subgroups, and the expected wide fluctuations 
between the most profitable and least profitable enter- 
prises. 

The study gives some attention to the extent of 
financing by borrowings, by preferred stocks, by com- 
mon stocks, and by accumulated profits. Dividend 
policies also are examined, and it is shown that nearly 
40 per cent of the corporations paid no dividends in any 
of the three years, though most of them had earnings 
available for distribution. Other subjects covered are 
the proportion of inventories to total assets, rates of 
inventory turnover, and the ratio of current assets to 
current liabilities. 

The study is of particular interest because the cor- 
porations represented in the reports are a somewhat 
different group from those which appear in most 
earlier analyses in this field. Messrs. Epstein and Crum 
have made extended analyses of income and balance 
sheet data taken from corporation income tax returns, 
while numerous business analysts have made studies 
of the published reports of corporations, including 
chiefly the larger concerns having listed securities. The 
corporations in Professor Paton’s study are principally 
somewhat smaller concerns, the average net worth of 
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the 700 companies analyzed being less than 214 million 
dollars. 

The information in the study will be helpful, there- 
fore, in the examination of what is probably a fairly 
typical cross section of the small and medium-sized 
American manufacturing and trading enterprises. It 
supplies an amount of detail which has hitherto been 
unavailable except to a few public accounting practi- 
tioners who have made extensive analyses of the data 
in their own files. On the other hand, interpretations of 
the figures necessarily must be made with caution be- 
cause of the smallness of the sample and the limited 
period covered. The 700 companies covered by the 
study represent only about one-fourth of one per cent 
of the total number of industrial and trading corpora- 
tions which made income tax returns in 1928 and their 
assets constituted only about 114% of the assets of all 
corporations reporting in that year. Particularly when 
the figures are broken down into the industrial sub- 
groups, the number of reports in each group is so small 
that the analysis can hardly be said to do more than sug- 
gest the possible outlines of balance sheet structure and 
income experience. 

Regardless of these limitations, the study is im- 
portant in adding to the gradually accumulating sum 
of knowledge on this subject. Both the author and the 
publishers are to be congratulated on having under- 
taken the task and on producing a thorough and work- 
manlike analysis of the data available. 

Howarp C. GREER 

University of Chicago 


Bibliography of Works on Accounting by American 
Authors. Harry C. Bentley and Ruth S. Leonard. 
(Boston: Harry C. Bentley, V. I, 1934 and V. II, 
1935. Pp. V. I, 197. Pp. V. II, 408.) 


Mr. Bentley and Miss Leonard have devoted much 
time and effort in compiling a complete bibliography 
of works, by American authors, within the field of ac- 
counting. This bibliography has been restricted to 
separately bound works. Articles appearing in periodi- 
cals or other publications are not listed, unless they 
were also published as separate volumes or pamphlets 
of twenty-five pages or more. 

Volume I is a bibliography of all titles copyrighted 
prior to December 31, 1900. Volume II is limited to 
works published between January 1, 1901 and January 
1, 1935 for unrestricted distribution. 

Contrary to popular notion the Library of Con- 
gress does not contain a copy of every book copy- 
righted. Prior to 1870 our federal copyright laws and 
administration were extremely lax. Between 1870 and 
1900 many copyright deposits were allowed to accumu- 
late uncatalogued. Approximately eighty thousand 
items remain unclassified and uncatalogued today. In 
compiling Volume I, the authors found it necessary to 
review records of all titles copyrighted and all un- 
classified deposits. Bibliographical information acquired 
from this gargantuan task has been presented in four 
parts as follows: 


Part I —Works published for general distribution 
Part If —A classification of works listed in Part I 


Part I1I—Works published for restricted distribu- 
tion 

Part IV —Works copyrighted but not known to 
exist in any library. 


Parts I, III and IV are chronological lists by authors. 
Part IT isa chronological list by subject matter. 


Bibliographical data are given for each title cata- 
logued in Volume I under both author and subject 
matter. Part I is a chronological list by authors. Part 
II classifies the works, listed in Part I, in chronological 
order according to subject matter. Volume II also con- 
tains other supplemental information regarding uni- 
form accounting systems, accountants’ periodical pub- 
lications and author and subject indexes. 

It will be noted that the various lists are presented 
in chronological order by author or title. All books are 
grouped under the year of their first edition. Under each 
annual group, the books are listed in alphabetical order 
according to author or title as the case may be. The 
primary classification is the year of the edition. 

This manner of presentation makes for a somewhat 
inflexible use of the bibliography as a source of refer- 
ence. As an example, the works of a particular author 
may be listed in several places, and it is necessary to 
consult the Authors’ Index, note the pages on which 
the author’s works are listed and then refer to each 
of these pages. It is necessary to follow a similar 
procedure when searching for titles. 

A corresponding field has been previously covered 
by the Accountants’ Index which with its three supple- 
ments is a bibliography of the known English litera- 
ture on accounting and related subjects, including 
books, pamphlets and periodical articles in print in 
1912 and published since then up to January 1, 1932. 
Many accountants will prefer the Accountants’ Index 
as a source of reference because it is of broader scope, 
and because author, subject and title are arranged in a 
single alphabet and may be located as in an encyclo- 
pedia. 

Nevertheless, while the chronological classification 
of the works listed makes Mr. Bentley’s bibliography a 
rather cumbersome source of reference, it has the ad- 
vantage of tracing the growth of writings pertaining to 
accounting and is of special value to those interested 
in the historical background and development of ac- 
counting literature. 

R. F. GranamM 
Arthur Andersen & Co. 


Business Law, Leonard Axe; (New York: Harper & 
Brothers, 1935. Pp. xiv, 664, $3.50.) 

Business Law, Principles and Cases, by Harold F. 
Lusk, (Chicago: Business Publications, Inc., 1935. 
Pp. xvi, 711, $4.00.) 


During the past decade there has been a decided im- 
provement in the literature and in the teaching methods 
of the subject of Commercial Law. The trend has been 
due, in the reviewer’s opinion, to a better selection of 
teachers of the subject in the colleges of the country. 
Teachers, trained in law and in the social sciences, with 
a background of cultural discipline, have been taking 
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the places of part-time teachers who, busy with the 
duties of their profession, could not, in the very nature 
of the situation, devote enough time in research and 
specialized study to bring the teaching of Commercial 
Law into line with the advancement being made in the 
other social sciences. 

With the better selection of teachers has come bet- 
ter literature for the direction of student thought. This 
process of improvement is going forward from year to 
year. 

From the textbook of bare legal technicalities, of old, 
to the conglomeration of cases and materials lacking 
both cultural and social classification, we have come into 
sight, at least, of that integration of the principles of 
social forces which give encouragement to the hope that 
our business men have the opportunity of being “‘edu- 
cated” as well as “trained,”’ and that industry may be 
understood as cooperative in fact as well as in theory. 

It requires both teachers and literature to inculcate 
the proper and true ideals of business practice which 
result in “the rules of the game,” viz., Commercial 
Law. 

The two books mentioned in this article are in line 
with the ideals outlined above. They indicate that 
progress is being made. Both of them follow the same 
plan and lead to the same ends. Where they differ are 
in selection of case materials and in the inclusion of 
subject matter. Dr. Lusk selects, in the main, recent 
cases, while Professor Axe has looked to “leading 
cases,” the old landmarks, so to speak, where legal 
battles were fought to establish new principles. The 
reader must decide for himself which of these plans he 
likes better. 

Both books include the full text of the Negotiable 
Instruments Law and the Uniform Partnership Law; 
Lusk prints the Uniform Sales Act and Axe, omitting 
this, includes the Conditional Sales Act, and the Uni- 
form Limited Partnership Act. 

Opinion will always, no doubt, be divided regarding 
the scope of a year’s instruction in Commercial Law. 
Some prefer to cover more ground than others. Evi- 
dently thoroughness must be sacrificed when the scope 
of the field is broadened. Both of the books, in the re- 
viewer's opinion, attempt to cover too much for a year’s 
course given to undergraduates, sacrificing, in order to 
do so, something of thoroughness. This criticism, how- 
ever, is one that can usually be made. Lusk treats the 
subject in ten ““Books’’ as follows: 


Book I—Introduction—Historical—Court Systems 
and Practice—25 pages. 

Book II—Contracts—the Customary divisions—162 
pages. 

Book III—Property—42 pages. 

Book IV—Sales—60 pages. 

Book V—Security Transactions—60 pages. 

Book VI—Negotiable Instruments—72 pages. 

Book VII—Agency—54 pages. 

Book VIII—Partnership—48 pages. 

Book IX—Corporations—58 pages. 

Book X—Insolvent Estates—28 pages. 

Appendix—The three Uniform Acts mentioned above 
and “‘How to use Law Books’ —54 pages. 


Axe treats the subject under the following headings: 
Introduction: Law in general, the procedural steps, 

divisions of the law—21 pages. 

Contracts: The customary divisions—1 24 pages. 

Agency: 54 pages. 

Negotiable Instruments: Including the N.I.L.,—124 
pages. 

Sales: Including the Uniform Sales Act,—128 pages. 

Partnerships: Including the Uniform Partnership Act, 
and the Uniform Limited Partnership Act, 88 pages. 

Corporations: 76 pages. 

Suretyship: 12 pages (The reviewer believes it would 
have been better to have included this treatment 
in connection with the introduction to Negotiable 
instruments, and also to have brought in the subject 
of guaranty.) 

Insurance: 34 pages. 

It will be seen that the subjects treated in the two 
books differ in these particulars: Lusk includes Prop- 
erty, 42 pages, Security transactions, 60 pages, and 
Insolvent Estates, 28 pages, which Axe omits. Axe in- 
cludes Suretyship, 12 pages and Insurance, 34 pages, 
which Lusk omits. 

In the reviewer’s opinion, both of the books are 
much better suited for undergraduate instruction than 
the bulky books made up of cases and other legalistic 
materials, and the other extreme of briefer outline 
works usually known as textbooks. Both Lusk and Axe 
follow the traditional classification of subject matter 
rather than the functional or historical classification. 
Something might be said in this regard but, thus far, 
little progress has been made in a reclassification of ap- 
proach and teachers usually favor the old classification. 

The reviewer prefers thoroughness and fewer sub- 
jects—but he believes that both of these writers de- 
serve honorable mention for valuable contributions to 
the literature of Commercial Law. 

It may be well to mention that legislation in the in- 
terest of “controlled economics” has not been men- 
tioned by either writer. This is not a fault. While many 
people still ask the question, what has the New Deal 
done to Law of the Land? the answer is that the time 
has not yet come to attempt a new social theory as a 
background for our Commercial Law. 

Cuas. N. Hutvey 

University of Virginia 


Experiments in Credit Control. The Federal Reserve 
System. Caroline Whitney. (New York: Columbia 
University Press, 1934. Pp. 230. $3.75.) 


According to Dr. Whitney, “It seems apparent to 
any student of the subject that the fault (for the in- 
creasing frequency of bank failures under the Federal 
Reserve System) lies, not with the depression, but with 
the banking process and the influence upon it of the 
operations of the Federal Reserve banks.’ Since 
“*.. the faults of our banking system were traceable 
to events which took place before 1929, this book con- 
cerns itself primarily with the decade following the 
close of the World War, tracing the effects of the poli- 
cies pursued during this decade in the subsequent four 
years.” But the study also includes “.. . the actual 
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effects of currency and banking experiments” pursued 
by the Treasury while under the influence of its aca- 
demic advisers. 

In discussing the ‘‘Functions of the Federal Reserve 
System,” Dr. Whitney remarks that “*. . . the closeness 
of the Federal Reserve System to the government made 
the framers of the Federal Reserve Act include in liquid 
credit government credit of all sorts, and much govern- 
ment credit is illiquid.’”” Consequently the System 
“ became a tool for inflation—or the recognition of 
illiquid credit ”’ There follows a chapter on “The Mech- 
anism of Credit Control” in which the deficiencies of 
discount rates, open market operations in bankers’ 
acceptances and government securities, moral suasion, 
eligibility and acceptability requirements are carefully 
weighed. It is concluded that the discount rate has an 
importance much overemphasized. But Reserve banks 
“ ., hold the theory that they have the power to alter 
the volume of member bank credit through the effect 
which the rate of interest has upon the desire to bor- 
row,” so the author goes into “. . . the feasibility of in- 
direct control by means of interest rates... .” 

In discussing the “History of Federal Reserve 
Policies,” Dr. Whitney starts off with the statement 


that they “*. . . have been characterized by vacillation 
and uncertainty of purpose” and concludes with the 
statement that “...the policies of the Federal Re- 


serve System have been rendered ineffective by a grow- 
ing dependence upon the government debt as a source 
of Reserve bank credit.” As for eligibility, while that 
has been so defined that it must meet the test of self- 
liquidating, “‘. . . the test of self-liquidating nature of 
paper shall be the specific transaction.” In 1929, the 
Board reversed its previous rulings, thereby permitting 
domestic shipment acceptances and so “... gave 
industry the right to raise working capital through the 
bankers’ acceptance market.” Hence, Federal Reserve 
credit came to rest in part upon the working capital 
needs of industry, including fixed working capital. It 
isfurther brought out that, in 1928 and 1929, “ . . . loans 
to brokers for account of New York City banks rose, 
showing that the Reserve bank purchases of bankers’ 
acceptances had an inflationary effect.” 

In the discussion of “Brokers’ Loans and Federal 
Reserve Policy,”’ reference is made to the fact that “The 
Federal Reserve Bank of New York allowed its facilities 
to be used to support stock market speculation in 1928 
and 1929.” It is also brought out that open market 
operations have, “‘...in the past, supplied funds for 
speculation in securities.” Moreover, no “... safe- 
guards have been set up against a recurrence of this 
misuse of Federal Reserve credit but the government 
... is definitely committed to the theory that such open 
market purchases of securities are a method of releasing 
credit for business purposes.” At this point (Chapter 
VII) Dr. Whitney returns to the control of credit 
through the rate of interest. This chapter with the one 
following constitutes the very heart of the book. The 
author finds (a) that rates ruling in the short term 
markets are subject to a high degree of influence by 
factors affecting the supply of available loanable funds, 
such as Reserve bank operations in the open market. 
(b) But, the rates which Federal Reserve banks charge 


for rediscounting do not affect the rates ruling in the 
short term markets because banks borrow only to rectify 
their reserve positions. (c) Reserve Bank operations can 
cause changes in the rate of interest on all funds bor- 
rowed only at times when there is no large fund of 
money in the possession of investors outside of the bank- 
ing system. 

Chapter VIII begins with the assertion that “. . . we 
can prove that Federal Reserve policy is effective in con- 
trolling the rate of credit extension if high rates in (the 
short term money markets and upon the yield of govern- 


ment bonds) . . . are associated with scant borrowing 
and vice versa.”’ Working along this line, Dr. Whitney 
concludes that “.. . rates of interest have influenced 


the demand for funds only in the long term markets.” 
Indeed, ‘‘...the interrelationships of demand and 
supply in the various markets have brought about a 
condition which is beyond the control of the Reserve 
Banks...” (p. 176). Thus, one must allow for the 
supply of money available to the money market from 
sources outside the control of the Federal reserve and 
member banks. The final conclusion is that “...a 
change in Federal Reserve policy causeschanges in short 
term interest rates only, except at times when there is a 
shortage of funds.”’ Moreover, ““The significance of these 
changes in short term interest rates in their effect upon 
business borrowing is not very great.” 

In taking up “Federal Reserve Policy and the Prob- 
lem of Liquidity,’ the reader is reminded that “The 
ineffectiveness of the Federal Reserve System . . . grows 
out of the fact that it cannot dictate the groups to whom 
banks extend credit on the basis of reserves added by 
the System’ operations.” The discussion then passes to 
consideration of ‘““The theory of automatic elasticity 
upon which the Federal Reserve Act was founded .. .” 
because, “...if banks are forced to remain liquid, 
automatic control will be reinstated.”’ Liquidity is then 
defined “ ... as that quality of a loan which insures 
that it does not result in permanent alterations in the 
distribution of income.” But, liquidity depends upon 
saleability, hence liquidity must be a matter of degree. 
Moreover, it involves shiftability and since banks have 
come to depend upon this meaning of liquidity, the Re- 
serve banks have been confronted with the necessity of 
(a) exercising quantitative control of credit, lest reserves 
become exhausted, and (b) they have had to maintain 
for themselves a position of very great liquidity as dis- 
tinguished from shiftability. In tracing the influence 
of these necessities, Dr. Whitney finds that “.. . the 
Federal Reserve System has tended to encourage banks 
to keep on lending after the old danger signals are 
passed...” and this “...is an outgrowth of the 
existence of the System and the consequent tendency 
of banks to depend on shiftability . . . .”” Thus it came 
about that dependence upon shiftability brought mem- 
ber banks to a place where they could not force liquida- 
tion of loans that were not shiftable to Federal Reserve 
and the result was the banking crisis. 

Dr. Whitney finally concludes that (a) the Federal 
Reserve banks did not remain liquid and so had to resort 
to inflation when the fina] breakdown came. (p. 215) 
(b) The automatic action of the elasticity provided for 
in the Federal Reserve Act disappeared and (c) it is im- 
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possible for the Federal Reserve banks to dictate the 
use to which the proceeds of their security purchases are 
applied. Therefore (d) the System should follow a policy 
of “.. . limitation rather than of qualitative control.” 
But, “Limitation implies merely the enforcement of 
safety for the deposits of banks.” With these conclu- 
sions there can be no quarrel. The basis for them is well 
laid taking the Federal Reserve System as it was when 
Dr. Whitney completed her work. 

Whether her findings are still valid must depend 
upon the effect of amendments made since and to be 
made. As to “limitation,” it would seem that Dr. Hardy 
would agree, for he holds that “The real danger from 
the increase in banks’ holdings of securities is its effect, 
not on the character of the assets, but on the volume of 
liabilities.” However, Dr. Hardy would raise no objec- 
tion to loans on securities, with proper quantitative 
limitations, so long as “...the credit analysis is 
good.”! 

Dr. Whitney has made an excellent analysis of 
Federal Reserve credit and its limitations, and the re- 
sults are more clearly presented than in any other simi- 
lar work. Thereby she has added a valuable contribu- 
tion to the work done on the subject by Reed, Beckhart, 
Hardy and Harris. 

E. A. Kincaip 

University of Virginia 


Money and Credit. Ray V. Leffler. (New York: Harper 
& Bros., 1935, Pp. xi, 315. $3.50.) 


Because .. monetary problems of the United 
States and other countries are ever changing. New 
Settings and new issues require special recognition and 
analysis.” Accordingly, Dr. Leffler “... feels that 
there may be some justification for an additional book 
which will apply the analytical method to recent 
monetary facts and problems.” But his discussion 
“,. does not follow one theory or another at all 
points,” for he has had in mind a method most suitable 
for students in American colleges. 

The first five chapters present introductory material 
in a conventional way. At the risk of being hyper- 
critical, perhaps attention should be called to the state- 
ment that “... President Cleveland was forced to 
repeal the (Silver Purchase Act of 1890) law...” and 
also to the assertion that William McKinley was a 
“gold Republican.” (p. 55). Beginning with Chapter 
VI, “Explaining the Value of Money,” the analysis be- 
comes more intensive. From this point onward the 
author employs a treatment that reminds one of Edie’s 
“Money, Bank Credit and Prices.” Indeed, it might be 
added that Dr. Leffler has provided a text that may 
readily be substituted for the unfortunately obsolete 
work of Dr. Edie. 

Both the rigid and the liberal interpretations of the 
quantity theory are presented with the conclusion that 
that theory is only one of the factors entering into the 
determination of the long-time price level. In this con- 
nection, Dr. Spahr’s criticism of Warren’s theory seems 


1 Hardy, C. O. Credit Policies of the Federal Reserve 
System, p. 337. 
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to meet with approval. The analysis of the quantity 
theory is materially strengthened by a chapter on “De. 
sirable Monetary Elasticity” and another on “Measur. 
ing Monetary Elasticity.” In the latter, the magnitudes 
in the Fisher Equation are analyzed from the seasonal, 
cyclical and secular points of view. Continuing, Dr, 
Leffler broadens his treatment of the quantity theory 
with a chapter on “Deposit Currency.” Here he takes 
up the expansion of bank deposits on new reserves but 
the treatment lacks desirable fullness. 

Passing to “Government and Money” he calls atten- 
tion to the greater rate of bank failures in this country 
as compared to Canada without referring to consolida- 
tion as a means of concealing bank failures in the latter 
country. (p. 232). It is also unfortunate that the author 
has not considered the necessity of stabilizing produc- 
tion as well as the stabilization of money (p. 241). The 
chapter on “Interest Rate and Money” includes ma- 
terial generally ignored in most texts and its inclusion 
here adds materially to the value of the text. The dis- 
cussion then passes to the Federal Reserve System. Its 
relation to the supply of credit is clearly presented, but 
the analysis and criticisms of reserve policy are not in 
keeping with the importance of the subject, a deficiency 
which weakens the work as a text. But the author adds 
materially to the quality of the volume by the excellent 
brief discussion of “‘International Value of Money.” 

In the following chapter, ““Money and the Busi- 
ness Cycle,” the effectiveness of the treatment would 
have been materially enhanced by the inclusion of 
available statistical data, more attention to recent 
events and a more incisive criticism of policies pursued 
by financial and monetary authorities. Here was an 
opportunity to add to the realism, vitality and power of 
the text which should have been availed of. The defi- 
ciencies of treatment here are somewhat offset by the 
treatment of “‘Money and Speculation” in the following 
chapter. In his discussion of “sterilization of gold” 
(p. 419), it is not clear whether or not Dr. Leffler be- 
lieves that gold was sterilized, even though both Fraser! 
and Robbins? are quite clear and positive on this point. 

It is also to be regretted that more attention was not 
given to the problem of rigidity of prices in his discus- 
sion of “Gold—A Monetary Battleground.” The dis- 
cussion of “Recent Monetary History” makes it clear 
that the author has not considered events since the 
Thomas Amendment to the Agricultural Adjustment 
Act of 1933 to any extent. It is to be hoped that this 
chapter will be extended when the text is revised. The 
analysis of the “The New Deal Proceeds” is char- 
acterized by anattitude of fairness and poise on the part 
of the author and it is probable that this attitude ac- 
counts for the lack of emphasis and criticism which goes 
far to make a text ineffective from a pedagogical point 
of view. 

There are references at the close of most chapters 
but some of these contain important omissions. Not- 
withstanding his criticisms, this reviewer feels that Dr. 
Leffler has written a valuable treatise that should be 


1 Fraser, H. F. Great Britain and the Gold Standard, 
pp. 70-75. 


? Robbins, Lionel, The Great Depression, pp. 24-21. 
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found serviceable as a text in all courses where Money 
is taken up in any thoroughgoing way. The chapter 
arrangement is excellent, the discussion does not wander 
far from monetary considerations and the material is 
so presented that it can be readily expanded by the 
instructor as occasion requires. Moreover, the analysis 
js not so theoretical as to discourage use of the book as 
a text by instructors who have not specialized in the 
subject. Indeed, Dr. Leffler has hit upon the happy 
medium between an exhaustive analysis and an ele- 
mentary treatment. Almost any text will provide the 
latter and the former can be readily attained by assign- 
ments to certain supplementary treatises. 
E. A. Kincaip 


University of Virginia 


Financial Organization and Administration. W. Mac- 
Kenzie Stevens. (Cincinnati: American Book Com- 
pany, 1934, Pp. xvi, 670.) 


Dr. Stevens explains in the preface to this volume 
that “The viewpoint throughout is that of management; 
for practical knowledge of effective management is the 
type of information that will enable a young man enter- 
ing the business world to demonstrate most rapidly his 
capacity for greater responsibility.”” Hence, “The re- 
quirements of those students who enter specialized posi- 
tions with very large corporations have been kept 
specifically in mind.” With this viewpoint and these ob- 
jectives, the author has written a text that is the 
“ .. outgrowth of twenty years of business experience, 
including that of public accountant, investigator, exec- 
utive and practicing economist.” 

He has organized the work into three parts and the 
first of these “Financial Organization,” is presented in 
eleven chapters. Here financial problems of peculiar 
significance to the manager are stressed, with but little 
reference to their effect upon investors. Indeed, the 
social point of view is but slightly considered through- 
out, for the sake of emphasis of the managerial stand- 
point. The discussion is clear and indicates a thorough 
grasp of the fundamentals and technic of finance, but 
the net result is a text that stresses business economics 
as contrasted with political economy. However, it 
should be said that any teacher of Corporation Finance 
will find it profitable to study this volume with care even 
though his own treatment of the subject stresses the 
social rather than the profits point of view. Thus, we 
find the author saying (p. 76) that “The best prospects 
for improvement (in management) from a social point 
of view seem to lie in methods for more accurate 
determination of who are the best managers and in the 
methods for making this information available to the 
body of investors.” Teachers of Business Finance and 
Corporation Finance will find an originality of method 
in presenting certain phases of these subjects that are 
less well treated in other texts that adds much to the 
value of the book. As an instance of superior treatment, 
attention may be called to Chapter 11, “Capitalization 
—Amount of Securities to Issue,’ where the author 
presents some old principles in a new and effective way. 

Part Two, “The Established Enterprise: Procure- 
ment of Capital’ contains six chapters of real value to 
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students of Corporation Finance and these as well as 
those in Part One clearly indicate knowledge arising 
out of practical experience that adds to the vitality of 
the text. But, Part Three, “‘Financial Administration” 
with its eight chapters, is essentially different from the 
preceding two parts, for here Dr. Stevens goes into 
production and market organization and finance. In 
general, the treatment of Part Three is technical to a 
degree that leads the reviewer to feel that it should not 
have been combined with Parts One and Two. If the 
author had expanded his treatment of business failures 
and had then taken up reorganization and rehabilita- 
tion, he would have had an excellent text on business 
finance from the managerial point of view. 

As the book stands, it is not a suitable text in Busi- 
ness Finance alone, although it may serve well as a text 
in those courses which are of advanced or graduate 
character in colleges and universities where it is thought 
possible to attempt instruction along managerial lines. 
Obviously, there are but few schools with instructors of 
practical managerial experience and no other could 
make the most satisfactory use of this text. My own 
feeling is that Part Three limits the text chiefly to use 
in graduate courses, though it will be found highly 
valuable to practical executives. There may be schools 
prepared to offer instruction along the lines developed in 
Part Three, but it is questionable whether they have 
students with a background adequate for such instruc- 
tion and, if they had, would not the best results be 
served by obtaining that instruction in an apprentice- 
ship? Undoubtedly so, unless the instructor has the un- 
usual equipment possessed by Mr. Stevens. 

There is but little documentation, thereby giving the 
impression also gained from the context, that the author 
has relied largely upon his own experience and but little 
upon other treatises. Even where the latter have in- 
fluenced the thought of the author, their content has 
been carefully tested in the light of his unusual experi- 
ence and training. The review questions and problems 
at the conclusion of each chapter also bear the earmarks 
of wide practical experience and it is for this reason that 
they, as well as the text as a whole, is rather unique. 

E. A. Kincaiw 

University of Virginia 


The Gold Exchange Standard in the Philippines. George 
F. Luthringer (New Jersey: Princeton University 
Press, 1934. Pp. xvi, 291, $3.00.) 


Dr. Kemmerer states, in the Foreword, that this 
study is the fourth of a series being published under the 
auspices of the International Finance Section of the 
Department of Economics and Social Institutions in 
Princeton University. According to Dr. Luthringer, the 
purpose of the study “ . . . is to trace the developments 
in the Philippine Monetary experience . . . ” from 1913, 
the date to which the operations of the system had been 
described by Dr. Kemmerer, to 1932. 

After describing the establishment of the Gold- 
Exchange Standard in the Philippines, the Gold Stand- 
ard Fund from 1906 to 1918 is analyzed and there fol- 
lows a chapter on The Silver Certificate and the Silver 
Certificate Reserve from 1903 to 1918. In the latter it is 
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pointed out that “The Silver Certificate Reserve . . . 
became a regulator fund composed of bank deposits in 
the United States and silver certificates in Manila. 
Moreover, since nearly eighty per cent of the Gold 
Standard Fund was being maintained in the form of 
non-liquid investment, it became essential to rely on the 
Silver Certificate Reserve to compensate for the 
dangerously inadequate cash balance of the Gold 
Standard Fund.” In consequence, by 1916, a revision 
of the laws became imperative. But, in spite of the bad 
situation revision was delayed until 1918. 

But revision was finally accomplished by the Act of 
March, 1918, though it did little more than “ . . . recog- 
nize de jure the de facto situation.” Eventually, the 
Currency Reserve Fund was transferred to the New 
York branch of the Philippine National Bank and then 
disbursed in the various transactions of the Philippine 
National Bank in such a way as to bring on currency 
and credit inflation (p. 78). In due course the fund 
became frozen in the Bank. Thus the author comes to 
the key chapters, “The Philippine National Bank” and 
“Operations of the Philippine National Bank in Con- 
nection with the Currency Reserves.’ Here is the be- 
ginning of disaster, for ““The gold-exchange standard 
mechanism broke down shortly after the Philippine 
National Bank . . . had dissipated the bulk of the cur- 
rency reserves deposited with it in New York.” But it 
was not so much the unwise investment of the fund 
that brought on collapse of the system, for “‘Any in- 
vestment ... no matter how sound as an investment, 
resulted in paying out into circulation money which 
should have been withdrawn ....” Incidentally, it 
should be said that the Report of Mr. Coates is well 
analyzed through the volume. As for the mismanage- 
ment of the fund, both the Insular Government and the 
Philippine National Bank are held responsible. 

The “Currency and Exchange Crisis of 1919-1922” 
follows in logical order. Inflation brought on an unfavor- 
able commodity balance of trade and the dollar balances 
of the Philippine banks were quickly exhausted. In- 
stead of contracting the currency to correct the situa- 
tion, the Government raised the rates on drafts on the 
Currency Reserve Fund, a “ . . . tacit admission by the 
Government of the depreciation of the peso.” Dr. Luth- 
ringer does not accept the contention that “...a 
deflation sufficient to have restored the peso to par in 
1920 would have involved too crushing a burden on the 
Philippines.” He admits, however, that the Insular 
Government “ . . . did not dare to press the Bank hard, 
as it would undoubtedly have caused its immediate col- 
lapse.” Moreover, liquidation of the bank would have 
been an open confession of the dismal failure of the 
Insular Government in the field of banking and “.. . 
particularly of the Filipino management which had been 
in control of the Bank during the period of its wildest 
excesses.” It was mismanagement of the Bank rather 
than the depression of 1920 and 1921 that caused the 
Bank such heavy losses, but the major portion of the 
responsibility is placed on the officials of the Insular 
Government (p. 177). 

Chapter XI treats “The Rehabilitation of the Philip- 
pine Currency System and the Philippine National 
Bank” accomplished through the Act of June 13, 1922. 
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“The most striking thing about (the Act) is the com. 
pleteness with which it returns to the principles of the 
original Gold Standard Act of 1903.” But rehabilitation 
involved an increase in the Insular debt by $39,800,000, 
“|. . the direct result of the exploitation of the cur. 
rency reserves by the Philippine National Bank” (p, 
209). The operations of the Philippine Currency Sys- 
tem from 1923 to 1932 are then well presented and there 
follows a chapter on “Fundamental Problems and 
Recommendations” in which it is pointed out that 
dollar reserve (of) approximately sixty per cent 
of the money of the Government . . . would provide 
the Philippines with a regulator fund . . .” adequate 
for any emergency. Accordingly, the large reserves 
maintained under the new law are unnecessary. The 
author also feels that the Treasury Certificates should 
be replaced by a new issue of Treasury notes. While the 
present system is defective in these and other respects, 
they do not impair the successful operation of the gold- 
exchange standard. 

There is a final “Summary,” appendices of related 
data and these, with tables and charts throughout the 
volume and the bibliography, add much to the unques- 
tioned value of the treatise. I say unquestioned value 
because the study is comprehensive, thorough and 
scholarly and affords all students of monetary economics 
an excellent appraisal of the operations of the gold- 
exchange standard in the Philippines. It also throws 
much light on the shadowy side of our colonial admin- 
istration. Dr. Luthringer has presented both the 
theory of the gold-exchange standard and its actual 
operation, supported with statistical data which fur- 
ther indicate the nature and extent of the mismanage- 
ment of the system. 

E. A. Kincaiw 

University of Virginia 


A Test of the Consumer Jury Method of Ranking Ad- 
vertisements. Neil H. Borden and Osgood S. Lovekin. 
(Boston: Harvard University Bureau of Business 
Research, 1935, pp. iv, 61. $1.00.) 


In the consumer opinion or consumer jury method of 
testing, two or more advertisements proposed as alter- 
natives for use are presented to a number of consumers 
to be ranked. The average of the rankings of the ad- 
vertisements is expected to indicate the advertisement 
that can be used most effectively. 

At the present time there is a considerable difference 
of opinion in respect to the consumer jury method of 
testing. In this regard the authors state that “Starch, 
Guillerup and others have given evidence showing high 
correlation between rankings by consumers and ratings 
of effectiveness of advertisements in use. Meanwhile, 
other investigators have presented adverse findings 
from comparison of consumer rankings with known sales 
results... .” 

“The inconclusive character of the evidence regard- 
ing the consumer jury methods induced us to under- 
take a series of tests to determine, if possible, whether 
this method of rating advertisements is practical and 
gives dependable results.” 

The authors apply sound statistical methods in test- 
ing 17 series of advertisements whose effectiveness in 
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use is known. As a result of the test, the following im- 
portant conclusions are reached: 


(1) The consumer opinion method can be depended 
upon to give correct rankings of effectiveness of ad- 
yertisements, if properly conducted. 

(2) Conversely, blind use of the method, without 
appreciation of its limitations, might give misleading 
evidence regarding effectiveness of advertisements. 

(3) Among the more important requirements in 
using the method is that of securing an audience really 
interested in the product advertised, if a dependable 
ranking of advertisements carrying differing appeals is 
to be had. 

(4) The need of securing an audience really inter- 
ested in the product indicates an important limitation 
in the use of the method; namely it should not be ap- 
plied to products other than those having fairly general 
use or interest, unless an effective and economical way 
of reaching a jury really interested in the product can 
be devised. 

(5) If the differences in the advertisements to be 
ranked relate not to differences of appeal but to such 
variables as illustration, arrangement of mass, type and 
spacing, then dependable results in ranking probably 
can be secured whether the jury is actively interested 
in the product or not. 


The methods employed by the authors are presented 


in detail, even to the inclusion of a reproduction of all 
advertisements used in the test and tables showing the 
character of the consumer jury and the consumer rank- 
ing for attention value and response value for each series 
of advertisements. 

The study makes a significant contribution to the 
field of testing advertisements by the consumer jury 
method and clears, to a large extent, the controversial 
atmosphere that has clouded the field in the past. 
Nevertheless it is still possible to be somewhat skeptical 
in regard to the consumer jury method. It may be 
pointed out that although significant differences exist 
in the returns received from these advertisements, it is 
questionable whether the differences are associated ex- 
clusively with the types of advertisements used in the 
test. In other words, the returns from two different 
advertisements will depend upon so many things that it 
is impossible, by the simple methods used in this study, 
to get a clear-cut picture of their relative pulling power. 
Even if the differences exceed the limits of chance varia- 
tion, it does not necessarily follow that the differences 
are due to variations among the advertisements. 

E. H. Gauur 
University of Michigan 


AMERICAN ASSOCIATION OF UNIVERSITY 
INSTRUCTORS IN ACCOUNTING 


20th ANNUAL MEETING 


Commodore Hotel, New York City 
December 27-28, 1935 


TuIs YEAR’s meeting promises to be one of the most interesting in the history of the As- 
sociation. Professor Sanders of Harvard, who has acted during the past year as a member of 
an advisory accounting committee of the Securities and Exchange Commission, will present 
a paper which will be devoted to Accounting and the New Deal. This session will also be 
concerned with the activities of members of this Association who have been in Washington. 
Another session will be devoted primarily to accounting theory, at which Professors Hatfield 
of California, Littleton of Illinois and Cole of Harvard will present papers. A third session 
will deal with problems of accounting for nonprofit organizations. At this meeting, C. R. 
Rorem and others will present papers on the accounting problems of hospitals, colleges and 
universities, and municipal bodies. 

The annual dinner is to honor all past presidents and it is expected that there will be a 
100% attendance. John R. Wildman, the first president of the Association, will preside. 
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UNIVERSITY NOTES 


UNIVERSITY OF ALABAMA 


Professors H. H. Chapman and C. H. Knight 
have been working with the Alabama Relief Ad- 
ministration on a study of the ability of counties 
in Alabama to support relief. 

Mr. Chapman’s doctoral dissertation on “Iron 
and Steel Companies in Years of Prosperity and 
Depression” has just been published. 


DrEnvER UNIVERSITY 

New courses added to the accounting curric- 
ulum this past year are Accounting under New 
Federal and State Laws and a course in Public 
Utility Accounting. 

The firm of Collins, Witting, and Company was 
dissolved on April 1 and Professor Clem W. Col- 
lins is continuing practice under his individual 
name at the same address, 1019 University Build- 
ing, Denver. 

University or 

Mr. Frank Higginbotham of the University of 
North Dakota, and C. A. McDonald and L. M. 
Kessler, graduate students of the University, 
have been added to the accounting staff. 

Dr. W. E. Karrenbrock and Dr. R. P. Hackett 
have been promoted to the rank of Assistant 
Professor of Accountancy. Mr. H. H. Baily has 
been promoted to the rank of Associate Professor. 

Dr. Karrenbrock has recently been elected 
alderman of the City of Urbana. Professor H. T. 
Scovill has been re-elected a state representative 
of the American Society of C. P. A’s. 

Dr. P. M. Green, on leave of absence from the 
University, has recently completed for the Fed- 
eral Housing Administration the preparation of a 
Uniform System of Accounts for Low Cost Hous- 
ing Projects. 

Inp1ana UNIVERSITY 


Professors Prickett and Mikesell are revising 
their text “Introduction to Accounting.” 

Dean William A. Rawles has resigned his posi- 
tion and his successor is Dean Herman B. Wells. 
Dean Wells has had wide experience in teaching, 
research, and practical business affairs. For sev- 
eral years he was field secretary for the Indiana 
Bankers’ Association and he leaves his work as 
Secretary of the Commission for Financial Insti- 
tutions and Supervisor of the Division of Banks 
and Trust Companies to come to the University 
as Dean of the School of Business Administration. 


Iowa State UNIVERSITY 
Associate Professor Eversole and Assistant 


Professor Wade have been tendered honors 
memberships in the Association of Iowa Aw 
countants. 
Mr. Eversole is spending the early part of the 
summer in Italy. 


LenicH UNIVERSITY 


Mr. Elmer C. Bratt, assistant Professor, 
ceived his Ph.D. degree from the University of 
Wisconsin in June, specializing in statistics. 

Assistant Professor Ward A. Bishop is teaching’ 
in the summer session of the University of West” 
Virginia. 

LouIstaNa State UNIVERSITY 

Dr. Daniel Borth Jr. will be assistant professe 
of accounting this next year. Mr. Borth has been’ 
connected with West Virginia University. 

Three new courses in accounting have been” 
added to the curriculum: Fiduciary Accounting,” 
Government Accounting, Advanced Theory of” 
Accounts. 

Miami UNIVERSITY 


Mr. R. E. Glos, associate professor of business” 
and assistant dean of the School of Business Ad- 
ministration, will be on leave this next year to do” 
graduate work at Ohio State University. 

New members of the staff are C. Rollin Nis- 
wonger, assistant professor of accounting, for+ 
merly of Washington State College, and Mrv 
Keith S. Burton, instructor in economics and! 
business. 


University oF MINNESOTA 


Mr. Carl L. Nelson is returning from a year as | 
instructor at the University of Kansas. He will) 
be a teaching assistant in accounting. : 


UnIversity or NEBRASKA 

Mr. C. O. Swayzee, who has been on leave off 

absence teaching at Columbia University this] 

past year, returns to the department this fall 

He has been advanced to the rank of associate’ 
professor of personnel management. 


UNIvERsItTy OF WISCONSIN 

Professor F. H. Elwell, head of the accounting’ 
department and a past president of the Associa- 
tion of University Instructors in Accounting, has® 
been appointed Director of the School of Com 
merce. 

Professor J. C. Gibson of the accounting depart-5 
ment is associated with the Federal Deposit In-) 
surance Corporation in Washington for the 
summer. 
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